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SMALL  BUSINESS  CREDIT  AVAILABILITY  IN 
LIGHT  OF  RECENT  SMALL  BUSINESS  RE- 
FORMS 


MONDAY,  AUGUST  8,  1994. 

House  of  Representatives, 
Subcommittee  on  Procurement, 

Taxation,  and  Tourism, 
Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:35  a.m.,  in  Room 
212,  Science  Center,  Montgomery  County  Community  College,  340 
DeKalb  Pike,  Blue  Bell,  Pennsylvania,  Hon.  James  H.  Bilbray 
(chairman  of  the  subcommittee)  presiding. 

Chairman  Bilbray.  I  would  like  to  call  the  subcommittee  to 
order.  If  the  witnesses  would  come  forward  to  take  their  seats,  we 
are  a  little  right  on  top  of  you  here,  and  we  apologize  for  that,  but 
the  nature  of  the  room  requires  that. 

Today  the  Subcommittee  on  Procurement,  Taxation,  and  Tourism 
of  the  Committee  on  Small  Business  has  traveled  to  Montgomery 
County  Community  College  in  Blue  Bell,  Pennsylvania,  to  take  a 
real  look  at  the  state  of  small  business.  At  the  invitation  of  Con- 
gresswoman  Marjorie  Margolies-Mezvinsky,  we  will  be  receiving 
testimony  today  on  the  reality  of  small  business  capital  access. 

Last  year,  the  Committee  on  Small  Business  received  testimony 
in  Washington  from  many  of  the  Federal  regulatory  and  monetary 
agencies  represented  here  today  on  the  subject  of  easing  access  to 
capital  for  small  business.  In  the  subsequent  months  it  has  been 
a  White  House  and  Small  Business  Administration  priority  to  ease 
the  regulatory  burdens  that  have  continued  to  diminish  small  busi- 
ness loan  accessibility. 

This  subcommittee  has  spent  the  better  part  of  the  last  year  de- 
veloping and  legislating  reform  proposals  designed  to  streamline 
and  simplify  small  business  access  to  Government  contracts  and 
also  proposed  proposals  to  ease  the  tax  burdens  on  small  business. 
However,  all  this  effort  at  reform  and  simplification  will  be  worth- 
less unless  small  businesses  have  access  to  the  lifeblood  of  entre- 
preneurs: Capital. 

Today,  we  have  come  to  a  district  that  appears  to  have  reached 
a  measure  of  success  in  providing  this  access.  According  to  the 
Small  Business  Administration,  the  SBA  Central-Eastern  Penn- 
sylvania/Delaware District,  which  includes  Montgomery  County 
and  Congresswoman  Margolies-Mezvinsky's  District,  appears  to  be 
currently  exceeding  national  averages. 

(l) 


Within  this  district,  461  small  business  loans  were  granted  in  fis- 
cal year  1993.  Of  these  loans,  60  were  granted  in  Montgomery 
County  alone.  The  45  counties  in  the  SBA  district  averaged  10 
loans  per  district  with  the  average  amount  being  $252,000.  Nation- 
ally, the  SBA  average  is  eight  loans  per  county  with  25,014  loans 
being  granted. 

It  is  our  expectation  that  the  witnesses  today  will  paint  for  us 
the  reality  behind  these  numbers.  As  I  stated  before,  the  reform 

Eroposals  that  the  Congress  has  undertaken  will  be  worthless  if 
usinesses  do  not  have  access  to  capital.  Clearly,  the  savings  and 
loan  crisis  struck  fear  in  the  hearts  of  our  banking  institutions  and 
our  regulatory  agencies.  However,  has  the  flip  side  of  more  strin- 
gent regulation  been  less  access  for  small  businesses  to  capital? 
Have  real  estate  appraisal  requirements  and  the  manner  in  which 
small  business  loans  are  reviewed  created  a  new  set  of  burdens  on 
small  businesses?  What  actions,  including  the  LowDoc  Program, 
has  the  SBA  taken  to  ease  these  burdens  and  simplified  the  proc- 
ess? 

These  are  some  of  the  answers  that  the  subcommittee  is  seeking 
today.  Again,  I  thank  the  Congresswoman  for  her  invitation,  and 
we  look  forward  to  the  testimony  that  we  will  receive  today.  I 
would  also  request  that  because  of  the  limited  amount  of  time  we 
have,  all  witnesses  limit  their  oral  remarks  to  5  minutes,  and  with- 
out objection,  I  will  ask  that  all  the  written  statements  be  submit- 
ted into  the  record.  I  turn  to  the  Congresswoman  and  ask  if  she 
has  an  opening  statement. 

Ms.  Margolies-Mezvinsky.  Thank  you,  Mr.  Chairman.  Thanks 
an  awful  lot  for  traveling  here  to  Montgomery  County  Community 
College  to  hold  this  very  important  field  hearing.  I  welcome  the  op- 
portunity this  morning  to  discuss  and  to  learn  about  increasing  the 
opportunities  for  small  business  owners  to  access  capital.  As  I  be- 
lieve you  know,  Mr.  Chairman,  Montgomery  County  and  the  Phila- 
delphia area  have  about  85,000  small  businesses.  In  fact,  small 
businesses  represent  the  majority  of  business  in  this  country,  and 
here  in  Pennsylvania  92  percent  of  businesses  are  classified  as 
small,  and  as  we  all  know,  economic  growth,  especially  job  growth 
is  primarily  due  to  the  efforts  of  small  Dusiness. 

In  Pennsylvania,  this  fact  could  not  be  more  true.  From  1988  to 
1990,  for  example,  small  businesses  created  100  percent  of  the  net 
new  jobs  in  the  State.  As  you  can  see,  Mr.  Chairman,  credit  avail- 
ability to  those  borrowers  is  especially  important,  and  the  work  of 
this  committee  is  very  important  to  the  economic  growth  of  Penn- 
sylvania and  to  Montgomery  County.  I  am  delighted  that  we  have 
the  three  panels  assembled  this  morning,  and  they  will  be  bringing 
us  some  really  important  perspectives. 

Last  year,  on  March  10,  1993,  under  the  direction  of  the  adminis- 
tration, the  four  Federal  regulators  of  banks  and  thrifts  announced 
the  Credit  Availability  Program,  a  program  directed  at  dealing 
with  problems  of  credit  availability,  especially  for  small-  and  me- 
dium-sized businesses. 

At  that  time,  the  regulators  recognized  that  in  the  last  several 
years  the  buildup  of  certain  regulations  and  practices  such  as  strin- 
gent real  estate  requirements  you  just  mentioned  have  become 
overly  burdensome,  that  indeed  those  regulations  and  practices 


have  stifled  lending,  particularly  to  the  small-  and  medium- sized 
businesses  that  otherwise  met  prudent  underwriting  standards. 
After  a  little  more  than  a  year,  since  the  Credit  Availability  Pro- 
gram was  announced,  I  think  it  is  very  important  to  come  out  to 
the  field,  as  we  are  doing  today,  and  review  to  see  if  progress  has 
been  made. 

I  look  forward  to  listening  to  small  business  owners,  bankers,  to 
the  Small  Business  Administration,  and  to  the  Federal  regulators 
to  explore  what  has  been  done  and  what  its  effect  has  been  on 
small  business  access  to  capital,  that  small  business  access  that 
you  just  described,  Mr.  Chairman.  I  thank  you  for  coming.  Thanks 
a  lot,  and  appreciate  it. 

Chairman  Bilbray.  Thank  you. 

The  first  panel  is  composed  of  three  witnesses,  Susan  McCann, 
Regional  Administrator  for  the  Small  Business  Administration; 
Barbara  Chance  from  Chance  Enterprises  representing  the  Phila- 
delphia Chamber  of  Commerce;  and  Barbara  Ann  Gross,  who  is  a 
certified  public  accountant.  We  will  start  with  Mrs.  McCann. 

TESTIMONY  OF  SUSAN  McCANN,  REGIONAL  ADMINISTRATOR, 
SMALL  BUSINESS  ADMINISTRATION 

Ms.  McCann.  Mr.  Chairman,  Congresswoman  Margolies- 
Mezvinsky,  staff  members,  and  other  invited  guests  to  testify,  I  am 
Susan  Myrtetus  McCann,  Regional  Administrator  of  the  Small 
Business  Administration's  Mid-Atlantic  region.  It  is  a  pleasure  for 
me  to  be  here. 

Our  local  SBA  Philadelphia  office  has  developed  a  close  working 
relationship  with  Congresswoman  Margolies-Mezvinsky  and  her 
staff.  She  has  been  a  strong  champion  of  the  small  businesses  in 
her  district,  and  we  have  worked  together  to  solve  constituent  prob- 
lems. Congresswoman  Margolies-Mezvinsky  has  also  hosted  a 
forum  for  SBA  Administrator  Erskine  Bowles  on  health  care  re- 
form. She  was  instrumental  in  obtaining  a  special  grant  for  the 
Ben  Franklin  Technology  Center  to  enhance  the  promotion  of  the 
SBA's  SBIR  Program,  Small  Business  Innovation  and  Research, 
and  has  recently  hosted  a  series  of  export  seminars  for  small  firms 
in  her  district. 

Mr.  Chairman,  we  are  very  interested  in  giving  your  subcommit- 
tee our  firsthand  insight  into  capital  accessibility.  For  the  first 
time,  our  district  directors  at  the  Small  Business  Administration 
have  goals  to  increase  the  participation  of  minority-owned  and 
women-owned  small  businesses  in  our  loan  programs,  and  to  in- 
crease the  participation  of  veteran-owned  businesses  and  firms  en- 
gaged in  exporting. 

These  goals  are  based  on  the  demographics  of  the  areas  served 
by  our  district  offices.  The  district  directors  are  now  engaged  in 
outreach  to  the  small  business  communities  they  serve  to  specifi- 
cally increase  their  access  to  capital.  Our  newest  program  we  have 
is  our  LowDoc  Program,  which  was  mentioned  earlier.  This  is  a 
program  that  was  introduced  in  Pennsylvania  last  month  and  has 
been  spreading  like  wildfire. 

Its  main  goal  is  to  dramatically  increase  the  availability  of  7(a) 
funds  to  small  businesses  borrowing  under  $100,000,  specifically 
women  and  minority-owned  businesses,  and  at  the  same  time  it 


puts  to  rest  some  of  the  popular  misconceptions  about  paperwork 
and  the  red  tape  involved  with  SBA-guaranteed  loans.  We  listen  to 
our  lenders  and  we  listen  to  our  small  business  owners  who  said 
that  there  was  too  much  time  involved  and  too  much  paperwork  in 
applying  for  an  SBA  loan. 

LowDoc  now  makes  applying  for  the  SBA-guaranteed  loan 
through  a  commercial  lender  more  user-friendly  than  it  has  ever 
been,  combining  a  greatly  simplified  application  process,  in  most 
cases  one  page,  and  a  quick  turnaround  from  the  SBA  district  of- 
fices, usually  around  3  days  to  a  week.  It  slashes  pages  and  pages 
of  bureaucracy.  It  streamlines  and  simplifies  applying  for  the  loan, 
and  the  approval  process  focuses  on  the  lender's  experience  and 
judgment  of  the  borrower's  character,  credit  history,  and  business 
experience,  like  old-fashioned  community  banking. 

Another  example  of  how  the  SBA  has  increased  the  access  to  cap- 
ital is  through  our  microloan  program.  These  are  loans  from  very 
small  loans  of  $500  up  to  $25,000,  and  the  heavily  needed  small 
lending  area  that  commercial  banks  generally  don't  make  available 
to  small  businesses.  In  the  Philadelphia  area,  the  Ben  Franklin 
Technology  Center  has  their  enterprise  growth  microloan  fund, 
which  is  the  intermediary  for  loans  in  this  area. 

We  hear  all  the  time  that  women  and  minorities,  especially  start- 
up firms,  have  a  tough  time  getting  funded.  Microloans  fill  this 
niche.  Another  new  program  we  have  that  was  developed  in  re- 
sponse to  small  business  is  our  GreenLine  revolving  line  of  credit 
program.  For  the  first  time  the  SBA  has  a  true  revolving  line  of 
credit  which  small  businesses  need  so  much.  It  provides  SBA  guar- 
antees on  lines  of  credit  extended  for  up  to  5  years.  The  SBA  can 
provide  a  bank  up  to  75  percent  on  the  revolving  credit  lines  up 
to  $1  million  dollars. 

GreenLine  aims  at  financing  materials  and  labor  needed  to  build 
a  product  and  finance  the  sale  of  that  product  until  the  cash  is  col- 
lected. There  are  thousands  of  bankable,  creditworthy  small  busi- 
nesses for  which  this  kind  of  credit  was  not  available. 

Another  initiative  we  have  to  increase  the  access  to  capital  spe- 
cifically for  women-owned  firms  is  a  new  pilot  program  called  the 
Women's  Prequalification  Loan  Project,  where  women  business 
owners  will  present  credit  requests  to  SBA  loan  officers,  lending 
decisions  will  be  based  on  the  borrower's  key  financial  ratios,  cash- 
flow, business  and  credit  history,  and  repayment  ability.  If  the  SBA 
finds  a  potential  borrower  qualified,  the  woman  business  owner  re- 
ceives a  letter  from  the  SBA  which  she  can  take  to  a  bank.  This 
increases  the  access  to  capital  for  women  business  owners  who 
many  times  cannot  get  beyond  a  loan  officer  at  a  bank  and  there- 
fore her  request  for  a  loan  guarantee  is  never  presented  to  the 
SBA. 

The  SBA  also  has  the  Small  Business  Investment  Company  Pro- 
gram and  Specialized  Small  Business  Investment  Company  Pro- 
gram for  minority-owned  firms.  It  is  privately  owned  investment 
firms  that  are  licensed  and  regulated  by  the  SBA  that  invest  some 
small  businesses  with  a  combination  of  their  own  capital  and  funds 
from  the  Federal  Government,  a  perfect  combination  of  public-pri- 
vate sector  financing. 


This  spring  the  administrator  brought  on  line  a  new  SBIC  par- 
ticipating security  program  which  was  long  awaited  by  the  small 
business  investment  companies  and  small  business  community  be- 
cause it  enhances  access  to  urgently  needed  venture  capital.  In 
1995  the  SBA  has  requested  $500  million  to  finance  this  new  pro- 
gram. 

We  anticipate  over  the  next  3  years  up  to  200  new  SBIC's  to  be 
formed  with  up  to  $15  million  of  equity  each.  This  $3  billion  from 
the  private  sector,  coupled  with  the  SBA's  3  to  1  investment  that 
we  make,  enables  $9  billion  of  new  venture  capital  being  made 
available  to  small  businesses  to  create  jobs. 

There  is  one  more  source  of  capital  available  to  small  businesses, 
especially  budding  inventors  and  those  very  small  often  high-tech- 
nology firms  that  are  engaged  in  R&D  that  need  funding.  That  is 
our  Small  Business  Innovation  and  Research  Program,  the  SBIR 
Program,  and  again  Congresswoman  Margolies-Mezvinsky  and  the 
Ben  Franklin  Technology  Center  are  playing  a  role.  This  role  here 
is  to  help  increase  the  number  of  small  Pennsylvania  firms  seeking 
SBIR  grants,  which  are  grants  for  these  firms  to  start  and  evolve 
with  the  product,  assist  those  firms  to  successfully  move  their  prod- 
ucts or  services  to  the  commercial  marketplace  and  grow  their  com- 
panies and  produce  jobs. 

The  last  thing  the  SBA  is  doing  which  is  new  is  a  regional  U.S. 
export  assistance  center.  In  1995,  Philadelphia  is  proposed  to  re- 
ceive one  of  these  export  assistance  centers  which  couples  together 
a  Commerce  Department,  the  Eximbank  and  the  SBA  all  under  one 
roof.  It  is  a  one-stop  shop,  which  will  be  staffed  by  export  trade 
specialists  who  can  tailor  comprehensive  financial  assistance  in  the 
form  of  the  long-term  and  fixed  asset  financing,  short-term  capital 
for  our  7(a)  Program  to  businesses  interested  in  exporting  which 
create  jobs. 

Mr.  Chairman,  as  I  have  outlined,  President  Clinton,  Adminis- 
trator Bowles,  and  Congress  have  worked  together  to  assure  the 
small  business  community  that  the  7(a)  general  business  loan  fund- 
ing stream  is  healthy  and  growing.  For  the  first  time  in  years,  the 
SBA  has  not  run  out  of  7(a)  funds.  This  encourages  small  busi- 
nesses to  borrow  through  the  SBA  Program  and  banks  to  continue 
to  use  the  SBA  7(a)  Program  knowing  that  the  funds  are  available. 

We  have  listened  to  our  customers,  we  have  listened  to  our 
banks,  and  we  have  developed  a  number  of  exciting  new  finance 
programs  that  I  have  mentioned.  We  have  revamped  the  SBA's  or- 
ganizational structure,  putting  our  assets  which  are  people  out  in 
the  field  where  our  customers  are,  to  serve  the  needs  of  the  small 
businesses  and  help  them  obtain  the  capital  that  is  available  to 
them  today. 

I  am  pleased  to  report  that  we  are  doing  our  part  to  increase  ac- 
cess to  capital.  We  have  cut  the  bureaucracy  on  the  loan-making 
process,  and  we  are  doing  whatever  is  necessary  to  help  our  cus- 
tomers realize  the  American  dream  of  owning  their  small  business. 
Thank  you. 

[Ms.  McCann's  statement  may  be  found  in  the  appendix.] 
Chairman  Bilbray.  Thank  you.  Mrs.  Chance. 


TESTIMONY  OF  BARBARA  CHANCE,  CHANCE  ENTERPRISES, 
PHILADELPHIA  CHAMBER  OF  COMMERCE 

Ms.  Chance.  Thank  you.  Chairman  Bilbray,  Congresswoman 
Margolies-Mezvinsky,  and  other  guests  who  are  here  today,  my 
name  is  Barbara  Chance,  and  I  am  the  owner  of  a  small  business 
in  Philadelphia.  I  am  also  the  chairman  of  CHASE,  the  Chamber 
Association  of  Small  Enterprises,  the  over  5,200  small  businesses 
in  the  Delaware  Valley  who  are  members  of  the  Greater  Philadel- 
phia Chamber  of  Commerce. 

I  am  pleased  to  be  here  to  represent  the  chamber  and  small  busi- 
ness, and  have  the  opportunity  to  talk  with  you  about  small  busi- 
ness financial  needs.  Before  I  prepared  my  remarks,  I  spoke  with 
numerous  CHASE  members  to  assure  them  my  comments  would 
reflect  many  of  the  views  of  our  organization.  I  believe  that  the 
issue  to  be  addressed  here  and  in  regulatory  reforms  is  really  ac- 
cess to  loans  rather  than  access  to  capital. 

Capital,  in  the  normal  and  accounting  sense  of  the  word,  is  eq- 
uity investment  in  a  business,  and  what  small  businesses  need  in 
order  to  start,  to  grow,  and  to  respond  to  opportunities  such  as 
those  provided  by  tne  Government  purchasing  system  is  money  to 
allow  them  to  hire  staff,  purchase  equipment,  upgrade  systems, 
market,  meet  payroll,  and  pay  their  bills. 

Small  businesses  anticipate  that  they  will  obtain  this  money 
through  bank  loans,  and  there  the  difficulties  begin.  There  are  four 
problems  that  I  would  like  to  emphasize  today  that  came  from  our 
members  as  I  spoke  with  them. 

Frist,  banks  are  still  as  restrictive  as  ever  in  their  lending  to 
small  businesses.  Why?  Because  there  is  little  incentive  for  tnem 
to  do  otherwise.  The  regulatory  process,  the  documentation,  and 
the  reporting  burdens  are  much  the  same  for  a  $25,000  loan  as  for 
a  $2V2-million-dollar  loan. 

While  the  SBA  LowDoc  Program  offers  faster  turnaround  on 
those  loans  guaranteed  by  the  SBA,  and  that  is  certainly  a  positive 
improvement,  that  program  does  not  improve  the  regular  bank 
process.  The  fear  of  regulatory  agencies  reviews  of  portfolios  and 
aversion  to  risk  have  meant  that  bank  reactions  to  really  small 
business  loans  have  remained  much  the  same. 

A  recent  trend  in  the  Philadelphia  area  is  that  mortgage  banking 
companies  are  making  small  mortgages  for  businesses  because  few 
banks  are  doing  that  kind  of  lending  for  major  items  to  be  capital- 
ized in  small  businesses.  The  smaller  boutique  banks  that  often  re- 
spond to  small  businesses  have  few  locations,  and  often  an  insuffi- 
cient network  to  locate  businesses  in  need  of  loans. 

Many  other  small  banks  have  disappeared  and  now  no  longer 
lend  in  their  communities.  The  new  laws  affecting  interstate  bank- 
ing may  increase  competition  for  loans  and  thus  help  small  busi- 
nesses in  the  longer  run,  but  that  is  not  much  consolation  in  the 
present.  Business  Week  reported  in  the  July  18th  issue  that  "banks 
are  falling  all  over  themselves  to  lend  again."  But  all  of  the  exam- 
ples given  in  the  article  were  in  the  millions  of  dollars  and  up,  and 
those  are  not  small  business  loans.  They  are  not  the  loans  that 
help  the  members  of  our  organization,  CHASE. 

The  second  point,  the  evaluation  of  collateral  for  loans  needs  to 
be  improved  and  broadened.  Banks  typically  consider  collateral  for 


a  business  loan  to  be  hard  assets,  real  estate  and  equipment,  often 
discounted  in  value.  However,  in  the  current  service-oriented  econ- 
omy, the  majority  of  small  businesses  seeking  loans  do  not  have 
those  assets  to  pledge  as  collateral.  Thus  banks  require  personal 
guarantees  and  unreasonable  use  of  personal  assets  as  collateral, 
turning  small  business  loans  into  personal  loans  in  effect. 

There  is  a  minimal  willingness  to  lend  against  cash-flow  or 
against  contracts  in  hand.  As  banks  review  risk,  there  is  little  rea- 
son to  step  outside  old  lines.  They  are  given  no  credit  for  lending 
to  small  businesses  and  assuming  some  risks  in  doing  that.  Num- 
ber three,  the  results  of  the  programs  that  attempt  to  improve 
lending  to  small  businesses  should  be  tracked  and  used  to  inform 
future  actions  and  programs. 

The  SBA  LowDoc  Program,  the  microloan  programs,  either  those 
started  locally  or  SBA's,  and  innovative  bank  programs  should  be 
documented  and  tracked  so  that  the  results  can  be  fully  appre- 
ciated. It  is  my  understanding  from  talking  with  people  in  our  or- 
ganization that  this  kind  of  tracking  is  not  taking  place,  for  in- 
stance, in  part  of  the  SBA's  LowDoc  Program. 

A  recent  study  by  an  international  accounting  firm  tracked  328 
fast  growing  small  to  midsized  businesses,  looking  at  their  perform- 
ance and  the  relationship  to  the  sources  of  start-up  money.  Sev- 
enty-three percent  of  these  companies  were  funded  by  the  owner's 
own  private  funds  or  their  family's  funds. 

Only  8  percent  were  funded  by  banks,  yet  the  businesses  funded 
by  banks  became  the  strongest  growth  companies,  with  revenues 
76  percent  higher  than  average,  although  their  start-up  funds  were 
not  significantly  larger  than  the  other  firms.  What  was  it  about 
being  funded  by  a  bank  that  affected  growth?  A  better  business 
plan?  Less  strain  on  personal  finances?  What  could  be  learned  from 
this  study  to  improve  small  business  lending? 

The  fourth  point.  Because  many  small  business  loans  are  really 
transacted  as  personal  loans,  attention  needs  to  be  paid  to  assisting 
small  business  owners  or  entrepreneurs  with  personal  finance.  If 
collateral  is  going  to  continue  to  be  evaluated  narrowly,  then  small 
business  owners  must  be  able  to  demonstrate  adequate  personal  fi- 
nances and  good  personal  credit  in  order  to  obtain  loans. 

Philadelphia's  microloan  program  at  PCDC,  the  Philadelphia 
Commercial  Development  Corp.,  has  found  that  this  is  often  not 
the  case.  A  personal  business  plan  is  often  as  critical  as  a  typical 
business  plan  when  it  comes  to  qualifying  for  a  loan,  and  programs 
and  loan  officers  often  do  not  address  this  issue  of  personal  finance 
until  it  is  impossible  for  a  business  owner  to  obtain  a  loan. 

In  summary,  those  members  of  CHASE  with  whom  I  talked  were 
unanimous  in  their  belief  that  it  is  as  difficult  as  ever  for  small 
business  to  obtain  loans  for  either  working  capital  or  long-term 
mortgages  in  order  to  stabilize,  grow  or  respond  to  the  opportuni- 
ties that  your  subcommittee  is  particularly  interested  in.  While 
there  are  some  hopes  of  improvement,  they  are  a  long  way  from 
turning  into  realities  of  assistance  for  many  small  business  owners. 
I  thank  you  for  the  opportunity  to  share  these  views  and  CHASE 
applauds  any  efforts  that  this  subcommittee  or  the  Committee  on 
Small  Business  can  make  to  increase  the  availability  of  loans  to 
small  businesses.  Thank  you. 
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[Ms.  Chance's  statement  may  be  found  in  the  appendix.] 
Chairman  Bilbray.  Thank  you.  Mrs.  Gross. 

TESTIMONY  OF  BARBARA  ANN  GROSS,  CERTDTED  PUBLIC 

ACCOUNTANT 

Ms.  Gross.  Chairman  Bilbray,  Congresswoman  Margolies- 
Mezvinsky  and  other  guests,  I  thank  you  for  the  opportunity  to 
speak  to  you  today.  My  name  is  Barbara  Gross.  I  am  a  certified 
public  accountant,  the  sole  proprietor  of  a  small  accounting  prac- 
tice, and  my  clients  are  all  small  business. 

I  was  requested  today  to  specifically  testify  to  two  issues,  one 
whether  there  has  been  any  change  in  the  regulatory  process  in  the 
past  year,  which  would  benefit  small  business  and,  two,  what  else 
could  be  done  to  ease  the  regulatory  burden.  There  are  only  two 
changes  in  the  regulatory  process  that  I  am  aware  that  have  taken 

One  is  the  allocation  of  15  percent  of  commercial  loan  portfolios 
for  banks  which  permit  them  to  use  lower  documentation  and  take 
a  higher  risk.  The  second  is  this  new  SBA  LowDoc  Program,  and 
additional  things  that  I  have  heard  today  which  sound  very  good, 
but  I  have  no  experience  at  all  in  either  one  of  these.  None  of  my 
clients  have  had  any  experience  with  obtaining  loans  through  these 
two  methods. 

My  personal  experience  and  my  clients'  experience  with  reference 
to  obtaining  bank  loans  finds  it  to  be  a  very  expensive  process  for 
the  borrower  and  a  very  tedious  process  for  the  borrower.  If  I  jump 
specifically  to  the  loan  process,  the  contact  is  either  made  by  the 
bank  or  the  individual  to  go  to  the  bank  and  say  I  need  to  borrow 
money.  I  find  that  when  the  bank  comes  to  the  borrower,  there  is 
a  better  chance  of  obtaining  a  loan  than  if  you  cold  call  on  a  bank. 

The  first  thing  that  the  bank  requires  when  you  ask  for  a  loan 
is  a  financial  projection.  They  want  this  prepared  by  an  accountant, 
so  you  have  a  cost  involved  with  producing  what  this  money  is 
going  to  be  used  for,  how  much  money  is  going  to  be  created  to 
repay  the  loan. 

The  next  thing  that  happens  is  that  the  bank  submits  a  commit- 
ment letter.  There  are  a  lot  of  surprises  often  in  this  commitment 
letter.  There  are  things  such  as  increase  in  interest  rates  if  the  bor- 
rowers default,  customary  yield  protection  provisions,  which  is  a 
very  nebulous  statement  that  nobody  really  understands  in  the 
bank,  can't  define  what  that  cost  is,  facility  fees,  fees  charged  for 
unused  portion  of  the  credit  facility,  reimbursement  for  out-of-pock- 
et expenses  of  the  bank,  which  include  the  bank's  legal  fees,  as  well 
as  audit  and  appraisal  fees,  key-man  life  insurance. 

I  recently  had  a  small  business  go  to — he  was  approached  actu- 
ally by  a  large  bank,  and  the  large  bank  wanted  to  offer  him  a 
credit  facility  of  a  million-and-a-half  dollars.  We  estimated  that  the 
additional  out-of-pocket  costs  over  what  he  was  now  paying  in  in- 
terest rates  would  be  $24,000.  This  man  makes  about  $50,000.  If 
he  has  to  pay  an  additional  $24,000  to  borrow  this  money,  he  has 
just  cut  his  salary  in  half. 

The  final  documents  for  a  loan  which  was  recently  completed  by 
my  husband  and  I,  because  we  also  have  an  additional  small  busi- 
ness, was  110  pages  long.  There  was  a  revolving  line  of  credit,  an 


open-end  mortgage,  a  mortgage,  assignment  of  life  insurance, 
intercreditor  agreement,  subordination  agreement,  corporate  bor- 
rowing resolution,  assignment  of  collateral  agreement,  pledge 
agreement,  surety  agreement,  security  agreement,  and  master  se- 
curity agreement.  That  is  the  type  of  paperwork,  documentation 
that  a  small  business  has  to  go  through  to  borrow  money. 

In  addition  to  all  of  the  above,  the  borrowers  have  to  sign  docu- 
ments that  they  have  had  an  attorney  review  all  of  these  docu- 
ments which,  if  complied  with,  increases  your  borrowing  costs 
again. 

I  understand  that  the  Small  Business  Administration  has  re- 
cently changed  documentation  requirements  for  shorter  format  for 
loans  I  understood  to  be  under  $50,000.  My  experience,  again,  is 
that  the  SBA  loans  are  fixed-term  full  payout  loans,  and  most 
small  business  requires  working  capital  loans.  We  require  credit 
lines  that  are  ongoing  which  are  or  should  be  collateralized  by  in- 
ventory and  accounts  receivable. 

Very  often  most  of  the  time  they  are  also  collateralized  by  our 
personal  residence  and  our  personal  guarantees  and  any  other  as- 
sets that  we  have.  I  certainly  would  support  less  regulation,  less 
documentation,  tort  reform,  because  I  think  that  is  an  issue  and/ 
or  any  other  changes  which  will  ease  the  financial  burden  for  small 
business.  ,  . 

In  summary,  let  me  just  say,  this  morning  I  was  thinking  about 
this,  that  there  are  two  things  that  I  think  that  are  going  on.  I 
think  small  banks  are  constrained  by  lending  limits,  and  I  think 
large  banks  are  constrained  by  profit  margins,  and  I  think  there 
needs  to  be  some  form  of  low  documentation  for  loans  under  $5 
million  that  substantially  decrease  the  amount  of  documentation 
that  the  borrower  has  to  produce  and  the  kind  of  collateral  they 
have  to  produce  for  small  business.  Thank  you  very  much. 
[Ms.  Gross'  statement  may  be  found  in  the  appendix.] 
Chairman  BiLBRAY.  Thank  you.  Well,  Mrs.  McCann,  you  came  in 
and  painted  a  rosy  picture  of  where  we  are  going,  but  our  two  wit- 
nesses kind  of  say  that  there  is  a  lot  more  problems  that  are  out 
there.  In  fairness,  do  you  want  to  respond  to  anything  that  has 
been  said  by  Mrs.  Chance  or  Mrs.  Gross? 

Ms.  McCann.  Surely.  These  programs  I  have  mentioned  are  all 
new  programs  at  SBA,  specifically  LowDoc  is  only  a  month  old. 
Marketing  the  outreach  that  our  district  directors  are  now  doing 
and  specifically  here  in  Philadelphia  is  far  different  than  before. 

For  instance,  in  the  Philadelphia  district  office,  which  is  eastern 
Pennsylvania  and  the  State  of  Delaware,  in  fiscal  year  1993,  450 
loans  were  made.  So  far,  year  to  date  1994,  533  loans  have  been 
made.  That  is  an  increase  of  41  percent  of  loans. 

Chairman  Bilbray.  I  think,  though,  what  I  am  getting  at  is  the 
fact,  we  are  not  arguing  about  the  fact  that  the  LowDoc  Program 
is  a  wonderful  program,  and,  in  fact,  I  would  hope  it  spreads 
throughout  the  entire  country  because  I  know  my  district  I  don't 
think  we  are  using  it  at  all  yet  or  if  we  have,  it  really  hasn't  pene- 
trated to  the  audience  in  the  southern  area  of  Nevada,  but  what 
I  think  what  they  are  saying  is  that  that  is  fine,  and  it  is  easy  to 
get  the  loan,  but  the  banks  still  don't  want  to  make  them  because 
even  the  small  loans,  even  if  it  is  low  documentation  to  get  the 
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loan,  they  still  have  all  these  reporting  requirements  after  the  loan 
is  made  that  they  would  rather  make  a  $2  million  loan  or  a  $3  mil- 
lion because  they  have  the  same  amount  of  paperwork  reporting 
that  loan  and  doing  the  doc  back  up;  is  that  what  you  were  saying, 
Mrs.  Chance? 
Ms.  Chance.  Yes. 

Chairman  Bilbray.  We  have  to  help  not  only  on  the  front  end, 
but  you  have  to  give  them  some  relief  on  the  back  end  or  otherwise 
the  banks  are  just  going  to  say,  well,  we  are  inundated  with  paper- 
work, and  we  would  rather  not  be  bothered  with  making  these 
loans,  whether  they  are  LowDoc  or  the  regular  7(a)  loans  or  so 
forth. 

Ms.  McCann.  I  think  that  still  is  a  problem.  Unfortunately,  at 
the  SBA  we  can't  regulate  the  banks  and  what  they  require  in 
their  loan  process.  The  quarterly  reporting  requirements  we  had 
are  now  annual.  We  no  longer  require  that.  We  will  bank  on  what 
the  bank  is  requiring,  so  we  are  not  asking  for  any  of  the  addi- 
tional documentation.  But  I  think  the  banks  right  now  may  not  be 
encouraged,  as  you  were  saying,  to  making  the  7(a)  loans  or  the 
LowDoc  loans  that  they  were  in  the  past,  but  I  think  what  they  are 
starting  to  see  is  that  we  were  able  to  revise  our  paperwork  and 
what  we  have  asked  a  lot  of  our  banks  to  do  is  let's  take  a  look 
at  the  small  businesses  that  are  asking  for  the  loans  right  now. 

We  are  willing  to  back  the  loans  up  to  the  90  percent.  Can  you 
decrease  what  you  are  asking  for  from  the  small  business  owners, 
specifically  the  collateral  that  was  mentioned  by  Barbara,  as  well? 
We  do  what  I  had  mentioned  is  your  old-fashioned,  country-type  of 
banking,  and  let's  look  at  the  creditworthiness  of  the  business,  if 
it  is  a  start-up  business  who  doesn't  have  all  that  documentation, 
and  they  shouldn't  have  to  require  it  through  the  bank  if  we  are 
willing  to  back  it.  We  feel  that  they  are  a  small  business  that  is 
worth  making  the  loan  to,  their  personal  credit  history  may  speak 
for  themselves  if  their  business  history  does  not  if  they  haven't 
been  involved  in  business. 

I  think  as  we  are  working  with  our  banks  more  and  more  now 
and  asking  them  to  go  out  to  the  business  community  and  look  for 
those  small  businesses  that  in  the  past  haven't  maybe  had  the  ra- 
tios that  were  needed  through  the  banks,  we  can  ask  them  to  make 
some  exceptions.  We  still  want  them  to  make  banking  loans,  but 
to  be  a  little  bit  more  open,  seeing  that  we  are  willing  to  come  to 
them. 

Ms.  Margolies-Mezvinsky.  I  know  that  you  are  new  at  this,  but 
can  you  give  us  any  indication  as  to  when  we  will  see  the  effects 
of  what  you  are  doing. 

Ms.  McCann.  In  the  amount  of  loan  volume  that  you  are  talking 
about? 

Ms.  Margolies-Mezvinsky.  Yes. 

Ms.  McCann.  I  think  we  have  started  to  see  the  effect  already. 
So  far  in  the  Philadelphia  district  office  we  have  made  46  loans 
under  the  LowDoc  Program  in  just  a  little  over  a  month.  At  this 
time  last  year  the  loans  under  $100,000,  we  made  about  six  loans, 
so  that  is  a  significant  increase. 

Ms.  Margolies-Mezvinsky.  I  understand  what  you  are  saying, 
but  at  what  point,  to  the  best  of  your  knowledge,  will  it  happen 
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that  we  will  not  have  witnesses  coming  in  here  saying  that  they 
are  not  feeling  the  effect  of  what  you  are  doing?  How  long  does  it 
take  to  really  reach  into  the  community?  Your  numbers  are  impres- 
sive. 

Ms.  McCann.  That  was  in  the  Philadelphia  district.  I  think  what 
the  Chairman  was  saying  was  that  in  the  southern  part  of  Nevada 
it  has  not  been  ongoing  at  this  point.  It  has  been  a  real  priority 
in  our  area.  I  would  probably  have  to  say  it  would  take  a  year.  It 
would  take  a  year  to  get  all  our  banks  involved.  We  have  now 
trained  over  44  banks  in  the  State  of  Pennsylvania  alone.  What  we 
need  once  we  train  the  banks  is  for  them  to  train  their  branch  of- 
fices so  the  loan  officers  locally  are  familiar  with  it,  so  what  a  lot 
of  small  business  owners  do  today,  they  don't  go  to  the  corporate 
office.  They  go  into  the  local  branch  office  and  want  to  take  out  a 
loan,  and  if  those  loan  officers  aren't  aware  of  our  programs,  it  is 
not  getting  out  to  the  small  business  owners,  so  it  will  take  some 
time  for  it  to  trickle  down  throughout  the  bank  as  well  as  for  our 
marketing  and  outreach  efforts  to  start  to  pay  off  throughout  the 
entire  business  community  as  well. 

Ms.  Margolies-Mezvinsky.  Do  you  have  any  suggestions  as  to 
how  we  can  make  this  more  user  friendly,  both  of  the  Barbaras,  so 
that  there  isn't  this  gap,  so  that  the  picture  doesn't  sound  really 
good  when,  to  you,  as  people  who  are  trying  to  help  and  get  access 
to  so  that  you  can  come  in  here  and  say,  yes,  you  have  seen  the 
light? 

Ms.  Chance.  I  think  there  are  a  couple  of  issues.  One  is  any  re- 
forms that  take  place  in  order  to  support  some  of  the  SBA  Pro- 
grams are  probably  good  for  small  business  lending  on  the  whole. 
There  is  still  a  lot  of  people  who  want  to  go  directly  to  a  bank  and 
to  not  be  involved  in  the  SBA,  in  part  because  they  see  it  as  an- 
other layer  of  things  to  go  through,  and  that  they  would  prefer  to 
just  deal  directly  with  the  bank,  so  if  things  can  be  reformed  some 
in  order  to  respond  to  the  SBA,  that  is  good  overall  for  small  busi- 
ness. 

I  have  enough  trouble  running  my  own.  I  have  no  idea  how  to 
deal  with  regulatory  reform,  but  I  think  the  issue  really  is  that 
even  the  banks  who  want  to  lend  to  small  businesses,  there  is  not 
much  incentive  there.  You  folks  have  a  lot  of  people  who  advise  you 
and  you  have  a  lot  of  experts  dealing  in  the  regulatory  issues. 

I  think  there  has  to  be  something  done  to  provide  incentives 
rather  than  punishment  in  a  sense  for  banks  being  willing  to  lend 
and  to  take  a  little  risk  with  small  businesses.  Maybe  it  is  that 
they  are  able  to  create  different  types  of  pools  of  loans  so  that  they 
can  take  more  risk  on  some  and  less  risk  on  others,  but  not  have 
just  the  same,  flat  risk  assessment  or  collateral  assessment  that 
often  occurs  now.  I  am  sure  that  there  can  be  an  incentive  created 
for  banks  and  that  there  are  lots  of  people  who  work  with  you  who 
could  help  to  make  that  happen. 

Ms.  Margolies-Mezvinsky.  Mrs.  Gross. 

Ms.  Gross.  I  think  that  the  answer  from  the  SBA's  perspective 
is  to  not  go  through  the  banks,  but  to  go  right  to  the  borrower.  I 
think  if  they  want  to  increase  their  loans,  they  need  to  let  account- 
ants know  that  they  are  available  and  the  kind  of  funding  they 
have  available,  they  need  to  let  the  Chamber  of  Commerce  and  the 
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small  business  community  know  that  they  have  this  money  avail- 
able, and  what  banks  you  go  to  to  get  it,  but  I  also  agree  with  Bar- 
bara with  reference  to  people  who  are  already  in  business  and  that 
need  working  capital  lines,  they  need  to  have  a  more  comfortable 
relationship  with  the  bank.  The  bank  needs  to  have  a  less  restric- 
tive loan  policy  with  lending  to  small  business,  and  that  is  the  only 
way  that  you  are  going  to  increase  and  allow  these  small  busi- 
nesses to  grow. 

Ms.  Margolies-Mezvinsky.  Mrs.  Chance,  help  me  out  with  the 
statistic  that  you  used  with  the  73  percent  and  the  8  percent.  If 
I  were  a  banker  in  a  debate,  my  response  might  be  we  looked  at 
those  people  who  were  trying  to  lend  money  from  us,  and  we  saw 
that  that  8  percent  was  going  to  be  more  successful,  and  that  is  the 
reason  we  opened  up  the  loans  to  them.  We  looked  at  what  they 
had  to  say  to  us.  The  reason  why  the  number  is  so  low  is  because, 
in  fact,  it  is  very  chancy. 

Chairman  Bilbray.  Cherry  picking. 

Ms.  Margolies-Mezvinsky.  That  is  right,  they  were  cherry  pick- 
ing, but  that  is  what  banks  are  all  about.  They  want  to  hedge  their 
bets,  too.  They  have  to.  Help  me  out  with  that  statistic. 

Ms.  Chance.  Well,  I  haven't  seen  the  full  report  yet.  I  am  trying 
to  get  it  as  well.  I  am  quoting  you  some  information  that  came  out 
in  a  recent  Inc.  Magazine.  It  did  not  lend  the — the  report  I  read, 
it  did  not  look  as  though  the  businesses  that  were  formed  with  the 
owner's  own  money  had  been  turned  down  bank  loans,  but  I  think 
the  reason  that  people  start  businesses  with  their  own  money  is  be- 
cause they  anticipate  if  they  have  an  idea,  they  decide  to  go  into 
business  that  they  are  not  going  to  be  able  to  find  funding  some- 
where else,  or  that  they  are  going  to  have  to  use  their  only  per- 
sonal assets  as  collateral,  which  often  they  don't  want  to  do  for  a 
variety  of  reasons  all  of  us  can  imagine,  but  I  think  the  thing  that 
would  be  interesting  to  find  out  from  that  study  is  what  the  charac- 
teristics were  either  of  the  businesses  themselves  or  of  the  process. 

I  mean,  it  may  well  be  that  the  bank — and  I  am  sure  it  does  in 
a  sense,  creams  from  those  who  want  loans  to  give  loans  to  the 
businesses  that  look  to  be  the  most  successful,  but 

Ms.  Margolies-Mezvinsky.  Or  have  the  most  potential? 

Ms.  Chance.  Or  have  the  most  potential.  On  the  other  hand,  the 
rest  of  those  businesses  that  were  not  growing  as  quickly  were 
nonetheless  creating  jobs  and  contributing  to  the  economy.  They 
just  weren't  as  fast  growing,  so  there  is  something  to  be  said  for 
both  sides,  and  I  think  that  that  type  of  research,  if  the  rest  of  the 
underlying  information  is  there,  is  something  that  could  help  define 
why  banks  lend  to  certain  people  and  also  why  those  businesses 
are  more  successful. 

Chairman  Bilbray.  I  have  a  question.  All  the  testimony  we  have 
had  from  SBA  officials  in  Washington  before  the  subcommittee  or 
the  full  committee  has  always  stated  the  fact  that  when  you  have 
an  SBA-guaranteed  loan  that  they  don't — the  regulators  don't  come 
in  and  require  that  the  banks  reserve  against  those  loans  except 
for  the  portions  not  guaranteed  if  they  think  it  is  a  bad  loan. 

I  still  go  out  to  my  bankers  in  Nevada.  They  say  that  is  baloney, 
that  the  regulators  still  come  in  and  say  we  are  going  to  make  you 
reserve  against  this  loan  because  we  think  it  is  a  bad  loan,  even 
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though  it  is  guaranteed  by  the  SBA.  This  is  contrary  to  law,  it  is 
contrary  to  what  we  understand  the  law  is,  and  contrary  to  what 
we  are  being  told  in  Washington,  but  the  local  bankers  tell  me  that 
is  not  the  case. 

Do  you  have  that  same  sort  of  problem  here  or  have  you  had 
complaints  from  your  bankers  that  one  of  the  reasons  they  don't 
like  to  make  SBA  loans  is  the  fact  that  even  though  they  are  guar- 
anteed by  the  SBA  that  the  banking  regulators  come  in  and  say, 
well,  this  loan  looks  bad.  We  don't  like  the  way  it  looks.  The  capital 
is  not  there  to  perform,  therefore  we  want  your  reserve  against  it. 
Have  you  had  that  complaint  here  at  all? 

Ms.  McCann.  No,  I  haven't.  I  have  never  heard  that  before. 

Ms.  Chance.  Some  of  the  bank  officers  that  work  with  members 
of  our  CHASE  group  who  are  working  on  microloans  have  not  put 
it  quite  as  strongly  as  you  did,  Congressman,  but  they  have  indi- 
cated that  they  are  very  reluctant  to  have  their  portfolio  of  those 
loans  look  any  different  than  their  others.  They  are  very  leery  of 
having  something  that  is  significantly  performing,  underperforming 
even  though  it  may  not  be  looked  at  exactly  the  same  as  the  rest 
of  the  portfolio,  so  I  think  that  they  don't  want  to  have  the  impres- 
sion that  those  are  bad  loans,  even  if  they  are  SBA-backed. 

Ms.  Margolies-Mezvinsky.  Mrs.  McCann,  I  am  interested  in 
learning  more  about  your  LowDoc  Program.  I  understand,  as  you 
said,  that  it  is  more  user  friendly.  What  is  the  process  a  lender 
would  have  to  go  through  to  submit  an  application  for  the  LowDoc 
Program? 

Ms.  McCann.  Basically,  a  small  business  owner  applies  to  a 
bank  for  a  commercial  loan  just  like  they  would  through  the  usual 
channels.  Once  the  bank  finds  that  the  small  business  owner  does 
not  meet  the  bank's  criteria  for  making  a  commercial  loan,  the 
banker  is  then  to  recommend  the  7(a)  guaranteed  loan  program  to 
the  small  business  owner. 

In  the  past,  the  bank  was  not  encouraged  to  recommend  it  be- 
cause of  the  burdensome  amount  of  paperwork  that  the  bank  would 
have  to  put  together,  submit  to  the  SBA,  and  the  time  the  SBA 
would  add  to  the  usual  loan-closing  process  with  all  our  documents. 
The  small  business  owner  was  not  encouraged  to  take  out  the  SBA 
loan  because  of  all  the  additional  paperwork  they  had  to  submit  to 
the  SBA. 

Now,  through  the  LowDoc  Program,  what  the  banker  does,  the 
loan  officer  does,  is  makes  a  recommendation  to  the  small  business 
owner  to  apply  for  an  SBA  loan.  It  is  a  one-page  document  for 
loans  under  $50,000,  between  $50,000  and  $100,000.  There  is  a 
couple  more  pages  required,  but  not  nearly  the  size  that  we  had 
before,  and  on  the  LowDoc  Program  the  small  business  owner  is 
just  asked  to  fill  in  some  additional  information  on  their  business 
experience  or  credit  history,  their  personal  credit  history. 

Ms.  Margolies-Mezvinsky.  What  is  the  average  time  it  takes 
for  this  process? 

Ms.  McCann.  If  they  have  their  information  with  them  at  the 
bank,  which  usually  they  do  when  they  apply  for  a  commercial 
loan,  15  minutes,  that  is  all  it  takes  to  fill  out  the  front  page  of 
the  form.  The  back  side  of  the  form  is  what  the  lender  must  fill 
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out  is  requesting  a  guarantee  from  the  SBA  which  the  bank  must 
always  do  anytime  they  are  requesting  a  guarantee. 

Ms.  Margolies-Mezvinsky.  And  that  takes? 

Ms.  McCann.  Fifteen  minutes,  if  that,  once  again. 

Chairman  Bilbray.  How  long  until  the  loans  are  funded  though? 

Ms.  McCann.  What  we  have  been  doing  in  the  Philadelphia  dis- 
trict office  is  we  are  guaranteeing  a  3-day  turnaround.  We  have 
done  as  little  as  a  3-hour  turnaround  because  the  program  is  new. 
We  have  a  certain  staff  dedicated  just  to  LowDoc  loans.  The  bank 
actually  faxes  in  just  the  one  piece  of  paper  into  the  SBA. 

Within  3  days,  the  SBA  can  get  the  approval  on  it,  two  people 
at  the  SBA  local  office  need  to  look  at  it,  a  loan  officer  and  a  super- 
visor of  the  loan  officer  to  approve  it,  then  a  number  is  given  to 
the  loan  to  fund  it  through  our  central  office  in  Washington.  It  is 
faxed  right  back  to  the  bank.  Any  time  after  that  before  the  loans 
are  disbursed  to  the  small  business  owner  is  the  time  it  takes  for 
the  bank's  loan  committee  to  meet  or  the  people  at  the  bank  to  ap- 
prove the  loan. 

Ms.  Margolies-Mezvinsky.  Mrs.  Gross,  does  that  appeal  to  you? 

Ms.  Gross.  I  have  a  question,  and  that  is  what  percentage  are 
you  approving? 

Ms.  McCann.  Right  now  we  have  approved,  of  the  46  loans,  all 
but  two  loans,  and  the  two  loans  that  were  not  approved  were  for 
legal  reasons,  and  one  we  are  working  with  right  now  so  the  per- 
son's loan  can  be  approved.  Statewide  we 

Ms.  Margolies-Mezvinsky.  What  are  the  legal  reasons? 

Ms.  McCann.  Someone  had  defaulted  on  a  student  loan,  and  the 
other  one  I  can't  remember  right  now,  and  we  are  working  with  the 
person  who  defaulted  on  their  student  loan  to  get  that  paid  up, 
then  a  loan  can  be  made  to  them. 

Statewide,  we  approve  86.7  percent  of  the  loans  that  are  applied 
to  the  SBA,  so  that  shows  that  we  are  approving  the  loans  once 
they  are  coming  into  us.  We  just  need  to  encourage  the  banks  and 
the  small  business  owners  to  come  to  the  SBA  for  the  loans. 

Chairman  Bilbray.  Do  you  have  copies  of  the  LowDoc  forms 
with  you,  and  if  not,  can  you  supply  them  to  the  committee?  We 
would  like  to  see  the  examples  of  the  one  page  and  the  two  or  three 
pages  for  the  higher  loans. 

Ms.  McCann.  Yes,  I  do  have  one  with  me. 

Chairman  Bilbray.  If  you  could  submit  it  to  my  staff,  we  could 
put  it  in  the  record. 

Ms.  McCann.  Great. 

[The  information  may  be  found  in  the  appendix.] 

Ms.  Margolees-Mezvinsky.  Does  this  sound  like  anything  that 
you  would  like  to  jump  into  realistically? 

Ms.  Chance.  I  think  that  the  low  documentation  part  of  it  is 
very  appealing  to  businesses.  However,  some  of  the  problems  that 
small  businesses  have  in  obtaining  loans  are  still  there  if  they 
are — if  they  have  solved  all  of  those  problems  and  they  get  to  the 
point  of  the  low  documentation,  then  they  are  in  good  shape. 

It  is  some  of  the  problems  that  don't  get  solved  before  they  get 
there  that  are  difficult,  and  I  think  that  is  again  with  personal  fi- 
nance, you  will  notice  that  Ms.  McCann  mentioned  several  times 
people's  personal  credit  records  and  all  of  that,  so  there  is  quite  a 
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process  to  be  gone  through  before  you  get  to  the  point  of  looking 
good  even  when  you  are  filling  out  the  LowDoc,  so,  yes,  it  is  defi- 
nitely a  step  in  the  right  direction,  but  it  doesn't  address  some  of 
the  other  issues  that  have  to  do  with  collateral  and  things  like 
that. 

Ms.  Margolies-Mezvinsky.  Finally,  Ms.  McCann,  in  the  testi- 
mony of  Mrs.  Gross  she  mentions  that  the  value  of  access  to  the 
credit  lines  as  being  more  important  sometimes  than  fixed-term 
payout  loans.  Was  the  new  GreenLine  revolving  line  of  credit  pro- 
gram designed  to  address  the  specific  needs  that  Ms.  Gross  alluded 
to? 

Ms.  McCann.  Absolutely.  In  the  past,  the  SB  A  had  a  revolving 
line  of  credit  program  that  was  called  that,  but  really  wasn't  a  re- 
volving line  of  credit  program.  It  was  an  annual  term  program. 
Now,  the  GreenLine  Program  is  a  5-year  program  which  is  a  true 
revolving  line  of  credit,  as  I  mentioned,  whereas  in  the  past  it 
wasn't  the  case. 

It  is  now  being  rolled  out  nationally.  It  was  test  marketed  in  a 
few  States.  In  Philadelphia,  we  have  not  yet  made  one  loan.  When 
I  say  rolled  out,  just  last  week  the  press  release  went  out  on  the 
program.  We  are  now  training  our  banks  on  it,  starting  to  develop 
the  marketing  and  outreach  program  here  in  the  Philadelphia  area 
to  let  small  business  owners  know  there  is  a  revolving  line  of  credit 
program  for  them  for  a  5-year  term. 

Ms.  Margolies-Mezvinsky.  How  can  the  SB  A  better  get  their 
message  across  to  small  businesses?  What  you  are  talking  about  is 
such  a  minuscule  number?  We  have  hundreds  and  hundreds  of 
businesses  in  this  area,  thousands,  and  you  have  been  able  to  help, 
albeit  an  impressive  number  over  last  year,  a  very,  very  small  per- 
centage of  them. 

Ms.  McCann.  You  are  right,  that  is  correct.  We  haven't  done  a 
good  enough  job  at  the  SBA  for  marketing.  One  of  the  things  Bar- 
bara mentioned,  that  is  fine.  You  can  go  to  the  banks,  but  the 
small  business  owners  need  to  know.  We  recognize  that.  Some 
changes  we  are  making  is  doing  some  private-public  partnerships 
in  an  advertising  campaign  in  public  service  announcements,  in 
meeting  with  the  accountants,  meeting  with  the  attorneys,  meeting 
with  your  chambers  of  commerce,  we  are  having  briefings  with  con- 
gressional offices,  with  State  legislatures  to  make  everyone  and 
anyone  aware  of  what  our  programs  are. 

I  myself  have  recorded  a  couple  of  public  service  announcements 
to  go  on  the  radio  airwaves  throughout  the  mid-Atlantic  region  in 
my  area  to  let  the  small  business  owners  know  that  we  are  here. 
We  are  here  to  help,  there  is  money  available,  and  please  to  call 
us  and  to  call  our  banks  as  well,  so  I  think  marketing  and  outreach 
really  is  the  answer  here,  and  I  think  we  are  talking  about,  your 
question  you  asked  before  what  is  the  time  frame?  It  will  take  a 
year  for  people  to  start  talking  about  it  in  the  circles  of  all  the 
chambers  of  commerce,  the  accountants  that  consult  to  small  busi- 
nesses, the  attorneys  that  work  with  them,  they  start  singing  the 
same  song  we  are  singing,  recognizing  the  fact  that  there  is  Fed- 
eral funds  to  guarantee  to  small  businesses  and  that  the  SBA  is 
not  the  burdensome  bureaucracy  that  it  was  viewed  as  in  the  past. 

Ms.  Margolies-Mezvinsky.  Is  that  encouraging? 
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Ms.  Gross.  I  think  it  is  very  encouraging.  There  is  only  one  other 
question  I  have,  and  that  is  what  is  your  interest  rate  vis-a-vis 
commercial  interest  rates? 

Ms.  McCann.  That  varies.  We  allow  the  banks  to  set  the  interest 
rate  at  2V2  over  prime.  They  can  go  up  to  that  amount  on  the  loan. 

Chairman  BlLBRAY.  Well,  I  thank  you  very  much.  I  think  we  got 
a  lot  of  good  information  here.  Ms.  McCann,  if  you  would  supply 
us  with  those  forms,  we  would  like  to  have  them.  Hopefully,  the 
LowDoc  Program  will  spread  out,  but  I  think  we  have  got  to  ad- 
dress back  in  the  full  committee  what  do  we  do  on  the  inside,  on 
the  reporting  if  the  reporting  still  continues  to  be  as  burdensome 
to  a  bank  on  a  $25,000  loan  or  a  $50,000  loan  as  it  is  on  a  $2V2 
million  loan,  they  are  going  to  continue  to  want  to  make  the  $2V2 
milliondollar  loan  rather  than  the  $25,000  or  $50,000  loan.  So  it 
seems  like  Mr.  Bowles  and  the  administration  has  a  good  idea  on 
the  front  end.  We  have  just  got  to  work  maybe  on  some  perfecting 
ways  of  handling  on  the  back  end.  Thank  you  very  much. 

We  have  a  second  panel.  The  second  panel  is  composed  of  Har- 
mon Spolan  and  Owen  Freeman  and  Wayne  Huey.  Mr.  Harmon 
Spolan  is  president  of  Jefferson  Bank.  Mr.  Freeman  is  CEO  of 
Commonwealth  State  Bank  and  Mr.  Wayne  Huey  is  executive  vice 
president  of  the  Meridian  Bank. 

I  think  after  hearing  the  first  panel  of  witnesses,  we  might  have 
a  second  sight  on  where  we  are  going  and  how  we  can  help  with 
the  situation.  So  if  we  would  start  with  Mr.  Spolan,  would  you 
start,  please? 

TESTIMONY  OF  HARMON  SPOLAN,  PRESIDENT,  JEFFERSON 

BANK 

Mr.  SPOLAN.  Thank  you.  Appreciate  your  inviting  us  to  a  bash- 
the-bankers  morning. 

Chairman  Bilbray.  They  were  very  kind  today.  I  have  had  some 
worse  ones. 

Mr.  Spolan.  So  have  I.  My  name  is  Harmon  Spolan.  I  am  presi- 
dent of  Jefferson  Bank  and  State  Bank  Shares,  our  holding  com- 
pany, and  I  am  pleased  to  have  been  requested  by  you  to  address 
issues  of  capital  accessibility  for  small  business. 

Our  holding  company,  State  Bancshares,  is  a  $700  million  com- 
mercial banking  institution  with  22  branches  located  in  the  Dela- 
ware Valley  region.  Its  banking  subsidiaries,  Jefferson  Bank  and 
the  Jefferson  Bank  of  New  Jersey  are  located  in  the  greater  Phila- 
delphia and  South  Jersey  areas. 

The  concerns  of  this  committee  reflect  those  of  our  institution 
since  it  has  during  its  20  years  of  existence  been  entirely  focused 
on  loans  to  small-  and  midsized  businesses  and  has  been  from  time 
to  time  frustrated  by  obstructions  which  have  limited  that  access. 

First,  I  wish  to  address  the  regulatory  changes,  primarily  Fed- 
eral, which  have  occurred  over  the  last  18  months.  Jefferson  Bank 
PA  and  Jefferson  New  Jersey  are  both  State-chartered,  FDIC-in- 
sured  institutions  and  are  not  members  of  the  Federal  Reserve, 
thus  our  primary  regulators  are  those  from  the  States  of  New  Jer- 
sey and  Pennsylvania,  together  with  the  FDIC. 

Regulation,  as  it  affects  the  extension  of  credit,  has  basically  two 
aspects — written  regulations,  which  are  the  result  of  a  process  of 
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risk  assessment,  and  unwritten  regulation,  which  is  reflected  in  the 
attitudes  and  judgments  of  the  regulators,  and  can  have  almost  as 
chilling  an  effect  as  regulations  which  are  written. 

The  recent  amendments  to  Title  XI  of  the  Financial  Institutions 
Reform  Recovery  and  Enforcement  Act  of  1989,  familiarly  known  as 
FIRREA,  became  effective  only  on  June  7  of  this  year.  To  measure 
their  effectiveness  would  be  a  Dit  premature.  However,  to  assess  its 
responsiveness  to  past  concerns,  I  think,  is  quite  appropriate. 

Title  XI  defines  technical  requirements  of  appraisals  for  real  es- 
tate when  pledged  as  collateral  for  an  extension  of  credit.  The  prior 
threshold  of  a  Title  XI  appraisal  is  $100,000.  Loans  of  lesser 
amounts  did  not  require  a  formal  appraisal  by  a  State-certified  ap- 
praiser. The  recent  amendment  increases  that  threshold  to 
$250,000. 

Since  the  impediments  created  by  the  appraisal  rule  relate  to 
both  cost  and  to  timeliness  of  response,  as  well  as  institutional  con- 
cerns for  technical  but  not  always  substantive  compliance,  this  in- 
crease should  make  available  greater  access  to  capital  for  small 
and  medium  businesses  occupying  their  own  facilities. 

Several  additional  amendments  were  directed  at  the  cost  associ- 
ated with  extensions  of  credit  for  small  and  medium  businesses. 
For  example,  by  permitting  the  advance  of  new  moneys  under  an 
existing  extension  of  credit,  provided  that  there  is  no  change  in 
market  conditions  or  with  the  physical  aspects  of  real  estate  and 
by  allowing  more  than  one  financial  institution  to  rely  on  a  single 
appraisal,  the  amendments  address  two  of  the  barriers  to  acces- 
sibility of  capital  by  these  businesses. 

In  recognizing  that  real  estate  can  be  taken  as  collateral  for  con- 
trol rather  than  value  purposes,  the  amendment  now  reflects  the 
reality  of  the  small  business  transaction.  The  most  critical  and 
helpful  part  of  the  amendment  for  the  facilitation  of  more  fulsome 
business  lending  is  reflected  in  the  inclusion  of  a  new  definition  of 
business  loan  together  with  a  rational  ceiling  of  a  million  dollars, 
provided  that  the  extension  of  credit  not  be  repaid  from  the  sale 
or  income  of  the  real  estate  supporting  the  loan. 

In  other  words,  it  is  not  a  real  estate  loan.  Again,  this  reflects 
the  reality  of  business  lending.  Our  institution  lends  primarily  to 
individuals  actually,  whether  they  own  businesses  or  are  in  the 

ftrofessions.  These  individuals  have  reasonable  real  estate  needs  re- 
aring to  the  operation  of  their  business  which  previously  could  not 
be  accommodated  or  only  accommodated  with  great  cost  to  the  cus- 
tomer and  some  imaginative  molding  of  the  transaction  by  the 
lender. 

By  distinguishing  between  real  estate  as  collateral  where  there 
is  an  ongoing  source  of  repayment  which  emanates  from  other  per- 
sonal or  business  income,  and  real  estate  as  a  project,  its  internal 
cash-flow  must  be  the  primary  source  of  support  for  the  extension 
of  credit  and  the  sale  of  that  real  estate  the  source  of  repayment 
of  principal.  This  regulation  goes  far  toward  providing  a  framework 
in  which  rational  small  business  lending  can  be  effectuated. 

What  is  it  about  the  nature  of  lending  to  small-  and  medium- 
sized  businesses  which  makes  both  prudent  lending  and  regulation 
of  prudent  lending  to  those  businesses  so  difficult  and  one  might 
say  elusive?  There  are  several  characteristics. 
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First,  these  businesses  are  generally  undercapitalized.  The  lack 
of  equity  capital  creates  their  second  shared  characteristic,  fragil- 
ity. The  rate  of  failure  amongst  small  businesses  is  well  in  excess 
of  that  among  the  Fortune  500  or  at  least  used  to  be.  They  are 
management-intensive  and  at  the  same  time  dependent  on  just  a 
very  few  people  who  perform  multiple  functions  and  whose  own  life 
cycle  events  often  disrupt  smooth  functioning  of  the  business. 

All  of  these  characteristics  result  in  volatility  of  financial  per- 
formance, which  is  both  great  as  an  absolute  ana  greater  than  that 
of  larger  businesses  with  greater  depth  of  personnel,  capital,  and 
other  resources.  Often,  the  most  prudent  course  of  action  by  the 
small  business  lender  might  be  to  make  additional  extensions  of 
credit  at  times  of  crisis,  but  because  of  the  regulatory  framework 
and  the  attitude  of  examiners,  not  altogether  wrong,  and  the  stand- 
ards set  by  lending  institutions'  own  internal  independent  loan  re- 
view function,  this  intuitive  act  is  often  thwarted. 

Since  management  is  such  a  critical  feature  of  the  survival  of 
small-  and  medium-sized  businesses,  it  is  very  difficult  to  develop 
a  regulatory  framework,  both  written  and  unwritten,  which  is  truly 
responsive  to  these  issues.  We  have  a  suggestion.  It  is  modeled  on 
programs  now  being  undertaken  by  Federal  regulatory  agencies 
with  respect  to  permission  being  granted  to  large  institutions  to 
underwrite  certain  loans  and  securities.  There  an  evaluation  is 
made  of  the  capital  depth  and  adequacy  of  the  institution  together 
with  the  expertise  to  do  such  underwriting  and  permission  is  grant- 
ed on  a  bank-by-bank  basis. 

This  is  also  the  model  used  by  HUD  in  granting  certain  institu- 
tions counderwriting  authority  under  its  DUS  Program.  At  our  sug- 
gestion, we  believe  that  well-managed  banks  with  adequate  capital 
depth,  preferably  those  in  size  which  are  smaller  and  closer  to  the 
marketplace,  should  be  given  the  latitude  to  administer  a  basket 
of  small  business  loans.  Their  task  would  be  to  meet  statistical  lev- 
els of  performance  for  the  basket  of  loans  rather  than  the  individ- 
ual loans  in  order  to  achieve  the  standard  of  prudent  lending. 

Thus,  one  might  hope  that  the  volatility  of  each  individual  small 
business  would  be  absorbed  in  the  basket  of  small  businesses  and 
much  like  credit  card  and  other  consumer  portfolios,  statistical 
analysis  would  not  only  be  possible,  but  would  provide  comfort. 
This  is,  of  course,  a  proposal  which  is  unformed  in  its  details,  but 
we  welcome  the  opportunity  to  work  with  your  committee  to  create 
such  a  program. 

I  conclude  with  my  appreciation  for  the  opportunity  to  share  our 
experience  and  thoughts  with  you  this  morning  and  on  behalf  of 
Betsy  Cohen,  who  is  our  chairperson,  we  thank  you  very  much. 

[Mr.  Spolan's  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  Thank  you.  Mr.  Freeman. 

TESTIMONY  OF  OWEN  FREEMAN,  CEO,  COMMONWEALTH 

STATE  BANK 

Mr.  Freeman.  Good  morning,  Mr.  Chairman  and  Ms.  Margolies- 
Mezvinsky  and  other  guests.  Even  though  it  says  Owen  Freeman 
on  here,  nobody  has  called  me  that  since  I  was  baptized.  Everybody 
calls  me  Chip  Freeman.  I  am  also  chairman  of  Commonwealth 
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State  Bank.  My  president  would  be  very  annoyed  since  he  is  the 
CEO. 

I  have  been  in  banking  for  38  years,  and  I  started  two  banks  re- 
cently, one  of  which  is  Commonwealth  State  Bank  in  Newtown  in 
Bucks  County,  which  is  6  years  old,  and  the  other  is  First  Capital 
Bank  York  below  Harrisburg,  which  is  5  years  old.  Their  combined 
loan  portfolios  total  $105  million,  and  they  are  exclusively  loans  to 
small-  and  medium-sized  businesses. 

Since  I  spent  all  of  Friday  morning  at  the  King  of  Prussia  office 
of  Small  Business  Administration,  I  would  like  to  get  right  to  that. 
Let  me  address  the  LowDoc  Program  first.  Yes,  I  think  this  is  defi- 
nitely a  step  in  the  right  direction. 

Mr.  Chairman,  I  want  to  make  a  comment,  however.  The  regu- 
lators, in  my  opinion,  realize  that  loans  guaranteed  by  the  Small 
Business  Administration  do  not  have  the  same  degree  of  risk  as 
loans  that  would  be  entirely  made  by  a  bank.  However,  a  bank  has 
a  fiduciary  responsibility  to  the  Small  Business  Administration 
since  we  are  using  taxpayers'  money  through  the  Small  Business 
Administration. 

Under  the  LowDoc  Program  there  are  a  couple  of  things,  even 
though  it  takes  less  time  to  approve  and  everything  else,  there  is 
still  references  of  the  personal  guarantees  that  Barbara  and  Bar- 
bara of  the  previous  panel  referred  to,  which  are  required  by  the 
Small  Business  Administration  and  by  banks. 

One  item  in  particular.  This  is  item  number  11  under  guidelines 
for  processing,  which  says  in  the  event  of  default  the  participating 
banks  will  be  required  to  liquidate  the  assets  prior  to  requesting 
SBA  to  purchase  the  guaranteed  portion.  I  want  to  say  as  clearly 
as  I  can  that  if  a  bank  does  not  properly  document  its  loan,  includ- 
ing a  lot  of  things  that  Barbara  and  Barbara  referred  to,  it  will  not 
be  in  a  position  to  properly  liquidate  the  assets  in  its  fiduciary  re- 
sponsibility of  the  Small  Business  Administration  and  may  not  get 
the  guaranteed  portion  reimbursed  if  it  cannot  adequately  dem- 
onstrate that  it  has  done  so. 

The  GreenLine  Program  I  am  personally  very  interested  in.  Once 
again,  Barbara  and  Barbara  are  absolutely  correct  that  small  busi- 
nesses need  working  capital,  and  this  is  in  the  form  of  revolving 
credit  which  is  usually  renewed  annually.  It  is  not  in  the  form  of 
a  term  loan  which  is  disbursed  at  the  outset  and  then  has  to  be 
repaid  over  a  specified  term. 

I  definitely  applaud  this  program,  but  I  spent  all  weekend  read- 
ing not  110  pages  of  documents,  210  pages  of  documents.  This  is 
the  GreenLine  Program.  I  know  we  have  to  start,  and  that  is  a 
good  start.  Another  thing,  the  GreenLine  Program  is  only  for  5 
years.  It  is  better  than  1  year;  they  started  out  with  1  year. 

Now,  it  is  at  the  end  of  5  years.  Working  capital  needs  of  small 
businesses  don't  disappear  at  the  end  of  5  years.  They  are  ongoing. 
So  this  means  that  banks  under  this  program  must  work  very  hard 
to  make  the  borrower  completely  bankable  during  the  5-year  pe- 
riod. Otherwise,  under  this  program  they  would  be  forced  to  liq- 
uidate the  assets  of  their  borrower  in  order  to  satisfy  the  SBA 
guarantee  requirements.  I  repeat,  5  years  is  much  better  than  1 
year. 
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I  just  had  my  60th  birthday  a  week  ago  today,  and  I  hope  I  live 
long  enough  to  get  this  210  pages  down  to  20  pages.  Now,  I  would 
like  to  address  a  couple  of  other  things.  If  I  go  over  time,  raise  your 
hand. 

I  am  also  vice  chairman  of  the  Pennsylvania  Association  of  Com- 
munity Bankers,  which  is  400  banks  and  savings  and  loans  strong, 
and  I  am  on  two  national  committees  of  the  Independent  Bankers 
Association  of  America  and  have  been  involved  with  that  organiza- 
tion for  20  years.  I  am  very  proud,  frankly,  of  the  ability  of  small 
banks  to  handle  loans  to  small  businesses  from  the  simple  to  most 
complicated.  They  have  been  doing  a  very  good  job  of  that  for  years 
and  will  continue  to  do  so. 

As  to  the  current  regulatory  environment,  both  of  my  banks  are 
State-3chartered,  members  of  the  Federal  Reserve  System.  There- 
fore our  primary  regulator  is  the  Federal  Reserve  Bank  of  Philadel- 
phia, and  in  conjunction  with  that  the  Commonwealth  of  Penn- 
sylvania Department  of  Banking.  My  relationship  with  my  two  reg- 
ulators has  always  been  quite  good. 

In  my  opinion  regulators  have  the  responsibility  of  enforcing 
laws  passed  by  Congress,  not  made  up  by  themselves,  so  I  have  a 
lot  of  sympathy  with  what  regulators  have  to  go  through  in  looking 
at  documentation.  As  to  legislative  impact,  I  realize  that  President 
Clinton,  I  believe — I  have  to  read  publications  every  day  to  make 
sure  if  this  is  going  to  happen — may  be  about  ready  to  sign  the 
interstate  banking  and  community  development  bills.  There  are  a 
lot  of  very  good  things  in  there  I  think.  I  certainly  am  in  favor  of 
interstate  banking. 

I  like  the  idea  of  reduction  in  examination  frequency  for  well-run 
banks,  and  I  like  the  intent  to  streamline  CRA  guidelines  and  re- 
quirements. I  am  not  sure  if  the  threshold  on  real  estate  appraisals 
has  finally — I  know  this  has  been  discussed.  I  believe  Chairman 
Gonzalez  introduced  this,  increase  in  the  threshold  from  $100,000 
to  $250,000.  There  are  a  lot  of  negatives  about  that.  That  increases 
the  cost  of  appraisals  to  small  businesses  by  a  very  substantial 
margin.  It  also  delays  not  only  the  approval  process,  but  the  closing 
process,  and  last  but  not  least,  Mr.  Chairman,  I  am  sure  you  will 
appreciate  what  I  am  about  to  say. 

Small  banks  in  rural  areas  have  very  limited  access  to  qualified 
appraisers.  There  are  counties  in  the  Commonwealth  of  Pennsylva- 
nia that  only  have  one  qualified  appraiser  for  the  entire  county,  so 
if  this  does  become  a  reality,  it  is  definitely  going  to  slow  up  the 
process.  I  appreciate  the  opportunity  to  appear  here  today.  Thank 
you. 

Chairman  Bilbray.  Thank  you. 

Mr.  Huey. 

TESTIMONY  OF  WAYNE  HUEY,  EXECUTIVE  VICE  PRESIDENT, 

MERIDIAN  BANK 

Mr.  Huey.  Thank  you.  Chairman  Bilbray,  Congresswoman 
Margolies-Mezvinsky,  other  guests,  my  name  is  Wayne  Huey.  I  am 
executive  vice  president  of  Meridian  Bank,  and  I  want  to  thank  you 
for  giving  me  the  opportunity  to  be  here  this  morning.  Meridian  is 
a  $15  billion  organization.  We  are  in  the  top  50  banks  in  the  coun- 
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try,  but  also  are  a  very  strong  advocate  for  the  small  business  com- 
munity. 

For  the  last  8  years  we  have  been  the  largest  SB  A  lending  insti- 
tution in  this  district,  and  have  had  many  award  winners  within 
our  organization  with  regard  to  SBA  Programs.  I  would  also  say 
that  currently  we  are  scattered  throughout  eastern  Pennsylvania, 
parts  of  New  Jersey  and  all  of  Delaware,  and  we  currently  have  80 
managers  whose  sole  purpose  is  to  make  loans  within  the  small 
business  community. 

You  have  to  be  careful  in  defining  small  business,  and  for  pur- 
poses of  this  discussion  I  would  say  to  you  that  we  define  small 
businesses  as  those  companies  with  sales  of  less  than  $5  million, 
and  the  80  people  who  I  have  talked  about  who  service  that  mar- 
ketplace are  dealing  with  customers  and  prospects  whose  sales 
range  from  $1  to  $5  million  dollars  and  they  make  loans  to  those 
companies  generally  in  the  range  of  from  $100,000  to  a  million  dol- 
lars. 

In  addition  to  that,  there  are  thousands  of  customers  that  we 
deal  with  throughout  our  retail  branch  network,  and  we  have  330 
branches  scattered  throughout  our  trade  area,  and  in  many,  many 
cases  the  branch  managers  assist  in  the  loan  process  to  the  small 
business  community,  so  we  have  a  pretty  broad  experience  in  terms 
of  what  we  do  in  the  small  business  lending  arena  and  have  had 
for  a  number  of  years. 

Having  experience  in  that  marketplace,  I  would  also  say  to  you 
that  there  is  a  great  deal  of  competition  for  the,  quote,  "small  busi- 
ness marketplace"  today.  There  are  numbers  of  banks  who  are  be- 
ginning the  process  of  organizing  special  units  to  deal  with  the 
small  business  lending  arena,  and  I  have  been  directly  involved 
with  the  small  business  lending  process  and  can  assure  you  that 
when  I  talk  to  the  lenders  that  report  to  me  that  there  is  fierce 
competition  out  there  for  quality  loans  throughout  our  trade  area 
in  this  particular  arena. 

I  believe  in  the  last  year  or  so  that  we  have  seen  a  lessening  of 
the  burden  of  regulation  as  it  relates  to  lending,  but  you  have  to 
look  at  where  you  started  when  you  talk  about  relief,  and  the  ap- 
praisal, the  changes  in  the  appraisal  rules  certainly  are  going  to 
make  things  a  little  bit  easier  for  us,  but  there  continue  to  be  is- 
sues about  what  we  can  and  can't  do  as  it  relates  only  to  that  par- 
ticular area. 

I  am  a  little  bit  surprised  that  we  haven't  heard  anything  today 
about  environmental  concerns  and  questions  and  issues.  It  is  a 
massive  problem  relative  to  the  lending  arena.  We  have  as  much 
or  more  problems  in  dealing  with  environmental  issues  than  with 
just  about  anything  else  that  we  do  today,  whether  that  be  an  SBA 
LowDoc  Program,  straight  line  of  credit  to  a  customer  that  be 
$100,000  or  $50  million.  There  are  tremendous  issues  surrounding 
environmental  concerns.  Much  of  what  we  have  to  do  to  be  prudent 
lenders  today  has  to  deal  with  the  checking  that  we  do  on  environ- 
mental issues  before  we  can  go  ahead  and  actually  make  a  loan, 
and  in  the  SBA  LowDoc  Program,  for  example,  we  are  using  tax- 
payers' money  potentially  to  make  those  loans. 

I  would  not  in  good  conscience  be  able  to  go  forward,  fill  out  a 
15-minute   application   or  a  half-hour   application    without   going 
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through  the  appropriate  processes  to  make  sure  that  the  properties 
that  we  were  lending  money  against  were  clean  from  an  environ- 
mental standpoint,  I  would  not  do  it.  We  can't.  So  when  you  add 
those  kinds  of  concerns  to  what  I  believe,  by  the  way,  is  a  very 
good  program — we  have  participated  in  the  SBA  lending  area  for 
a  long  time.  We  are  a  very  large  participant,  and  we  are  delighted 
with  what  we  have  seen  so  far  with  the  LowDoc  Program  and  do 
plan  to  participate  with  it,  but  the  fact  of  the  matter  is  there  is 
much  more  to  it  than  just  the  issue  of  Government  guarantees  and 
so  on  and  so  forth  and  regulatory  burdens.  There  are  other  areas 
there  as  well. 

Other  types  of  issues  surround  CRA  regulations  and  more  re- 
cently fair  lending  regulation.  I  think  it  is  important  to  understand 
one  thing  when  you  talk  about  business  lending.  Many  of  the  CRA 
regulations  and  certainly  fair  lending  HMD  A  data  and  so  on  and 
so  forth  originated  on  the  consumer  side  of  banking,  and  there  is 
a  vast  difference  between  what  you  can  do  with  consumer  loans, 
i.e.  car  loans  and  mortgages  versus  loans  to  small  businesses. 

Typically,  on  the  retail  side  in  the  consumer  area  you  have  a 
piece  of  hard  collateral  that  you  can  value  and  lend  against  at  mar- 
gins that  make  it  easier  and  more  straightforward  to  make  a  loan, 
an  80  percent  mortgage  car  loan  where  you  loan  80  percent  of  the 
value  of  the  car,  whatever  the  hard  collateral  might  be.  The  arena 
of  business  banking  takes  on  a  whole  different  perspective.  There 
is  a  lot  more  than  just  the  value  of  the  collateral.  There  is  also  the 
character  of  the  individuals  that  you  are  lending  to,  the  industries 
that  the  companies  want  to  participate  in,  and  any  number  of  in- 
tangibles and  more  subjective  measures. 

Some  of  the  regulation  that  we  are  looking  to  be  forced  to  deal 
with  as  we  go  forward  relate  to  CRA  and  relate  to  fair  lending,  and 
we  have  to  be  careful  that  we  don't  try  and  impose  on  the  business 
lending  community  the  same  standards  that  we  impose  on  the 
consumer  side  because  if  we  do  that,  we  would  take  out  the  oppor- 
tunity to  do  the  kind  of  character  lending  that  we  have  been  talk- 
ing about  trying  to  do  more  of. 

I  think  it  is  also  important  to  note  that  in  addition  to  the  issue 
of  regulation  and  regulatory  burden  that  there  are  other  issues 
that  small  business  people  face.  This  was  not  specifically  a  part  of 
the  request,  but  I  think  it  is  vitally  important  that  you  understand 
that  business  people  today  are  concerned  with  not  only  the  ability 
to  obtain  capital  and  bank  loans,  but  there  was  a  study  done  in  the 
summer  of  1993  by  the  National  Federation  of  Independent  Busi- 
ness Foundation,  and  this  group  deals  with  very  small  businesses 
of  the  size  that  we  are  talking  about  here,  and  there  are  other  very 
major  concerns  that  business  owners  are  bothered  about  and  they 
include  things  such  as  the  cost  of  health  insurance,  Federal  taxes 
on  business  income,  workers  compensation,  cost  and  stability  of  li- 
ability insurance,  social  security  taxes,  unreasonable  Government 
regulations,  frequent  changes  in  Federal  tax  laws,  Federal  paper- 
work, State  paperwork,  and  environmental  regulations. 

I  think  it  is  important  to  hear  that  as  well  because  in  the  busi- 
ness lending  process  there  is  a  lot  that  is  involved  that  makes  the 
business  owner  cautious  in  terms  of  what  he  or  she  may  want  to 
do  going  forward  in  terms  of  building  their  business.  It  is  not  one 


23 

thing  that  slows  down  the  process,  but  any  number  of  different  fac- 
tors. I  think  that  progress  is  being  made  with  some  of  the  regula- 
tion. 

We  are  delighted,  as  I  said,  with  the  LowDoc  SBA  Program,  the 
changes  in  the  regulators'  attitude  toward  what  the  banks  are 
doing  is  positive,  and  all  of  those  things  are  good,  but  it  is  a  very 
complex  issue  in  which  one  has  to  deal  with  more  than  just  the 
specific  regulatory  issues  that  exist  today.  Thank  you. 

[Mr.  Huey's  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  Thank  you.  Mr.  Freeman,  you  mentioned  a 
basket  of  loans.  Expand  on  that  a  little  more.  What  kind  of  money 
are  you  talking  about  and  how  would  it  be  put  together? 

Mr.  Freeman.  I  am  not  sure  if  I  mentioned  a  basket  of  loans.  I 
think  the  gentleman 

Chairman  Bilbray.  OK,  Harmon  did.  I  am  sorry,  I  thought  it 
was  you. 

Mr.  Spolan.  I  don't  want  to  beg  off,  but  in  my  remarks  I  said 
this  is  a  yet  unformed  idea,  but  the  proposal  would  be  to  aggregate 
lots  of  small  business  loans  into  a  basket  so  that  it  is  sort  of  like 
a  bag  of  diamonds.  Some  are  good,  some  are  bad,  but  on  the  whole 
you  have  a  decent  amalgamation  of  credits,  and  that  without  the 
regulatory  authorities  coming  in  and  saying,  gee,  that  is  a  crummy 
loan,  you  have  to  classify  it  as  substandard  or  doubtful,  but  take 
a  look  at  the  entire  portfolio  of  small  business  loans  and  make  an 
evaluation  of  the  entire  portfolio  rather  than  to  pick  apart  one  or 
two  or  five  out  of,  say,  a  hundred. 

The  limits  on  the  size,  I  haven't  thought  through,  but  I  think  a 
lot  of  it  has  to  do  with  the  size  of  the  institution  so  that  there 
would  be,  for  example,  some  percentage  of  the  institution's  loan 
portfolio  allocated  to  a  basket  of  small  business  loans.  I  mean,  this 
is  going  on  now.  It  is  not  a  new  concept,  but  it  is  only  available 
to  the  biggest  and  most  well-capitalized  banks. 

I  am  suggesting  that  it  be  made  available  throughout  the  bank- 
ing industry  and  with  certain  safeguards  and  limitations  on  the 
amount  of  loans  that  could  go  into  this  pool,  such  as,  for  example, 
the  credit  card  business.  You  grant  credit  cards  to  try  to  keep  every 
application  at  the  best  level  you  can,  but  you  have  problems.  The 
problems,  however,  are  ameliorated  by  what  we  would  hope  is  an 
overwhelming  percentage  in  that  pool  of  good  loans  so  that  the 
small  percentage  of  bad  loans  doesn't  drag  the  whole  process  down. 
That  way  the  bank  would  feel  a  little  more  comfortable  and  per- 
haps a  bit  more  aggressive  in  extending  credit  to  businesses  that 
might  not  otherwise  on  a  case-by-case  basis  be  acceptable  to  a 
bank,  but  when  you  consider  that  this  particular  application  would 
be  melded  into  a  total  pool,  and  the  pool  overall  would  function 
fairly  well  as  to  yield  and  performance,  you  would  have  a  little 
more  flexibility  in  that  regard. 

Chairman  Bilbray.  So  what  would  happen  is  if  at  some  point  the 
amount  of  bad  loans  in  the  pool  fall  below  a  certain  level,  then  you 
would  have  to  reserve  against  that  loss  or  something  would  hap- 
pen, but  as  long  as  you  stayed  up  to  a  certain  level  of  95  percent 
of  the  loans  were  performing  well  or  5  percent  were  not,  you 
wouldn't  have  a  problem  with  the  overall  basket? 
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Mr.  Spolan.  Correct.  That  is  the  concept.  Without  any  details,  as 
I  say,  it  is  unformed  at  this  point,  but  I  think  it  is  something  that 
would  allow  small  businesses  greater  access  to  bank  financing. 

Chairman  BlLBRAY.  Now,  Mr.  Freeman,  now  I  know  why  I  want- 
ed you.  You  mentioned  the  GreenLine  and  the  5-year. 

Mr.  Freeman.  Yes. 

Chairman  BlLBRAY.  Explain  to  me  what  happens  at  the  end  of 
the  5-year  period.  At  that  point,  the  line  of  credit  ceases?  It  cannot 
be  renewed  for  another  5  years? 

Mr.  Freeman.  That  is  right.  The  way  it  is  set  up  now.  So  our 
challenge,  my  challenge  as  a  banker,  if  I  did  this,  is  to  make  my 
customer  completely  bankable  during  that  5-year  period,  so  at  the 
end  of  the  5-year  period  I  say  thank  you  very  much,  Small  Busi- 
ness Administration,  but  now  I  am  going  to  take  the  whole  loan. 

Chairman  BlLBRAY.  So  if  I  was  out  there  and  had  a  GreenLine 
loan  and  I  successfully  completed  it,  I  mean  kept  right  up  to  date 
on  everything,  paid  off  my  line  of  credit,  it  was  drawn  down,  paid 
it  off,  drew  against  it  again.  At  the  end  of  the  5  years,  I  could  not 
come  back  and  reapply  and  get  another  5-year  GreenLine  loan? 

Mr.  Freeman.  No,  not  the  way  it  is  set  up  now,  but  don't  forget, 
this  is  just  starting.  I  mean,  nobody  has  made  any  loans  under  this 
program,  and  they  were  going  to  do  it  for  only  1  year,  and  I  ap- 
plaud them  for  5  years  because  it  is  absolutely  impossible  to  do  a 
proper  revolving  credit  on  a  secured  basis  and  make  it  bankable  at 
the  end  of  1  year,  that  is  just  unrealistic,  but  5  years  there  is  a 
reasonable  possibility  of  doing  that,  and  I  certainly,  if  I  do  any  of 
these  loans,  that  is  my  goal,  Decause  the  last  thing  I  am  going  to 
want  to  do  is  liquidate  somebody's  assets  to  pay  off  a  Government 
guarantee.  That  is  not  the  way  I  do  business. 

Chairman  BlLBRAY.  Thank  you. 

Ms.  Margolies-Mezvinsky.  Mr.  Spolan,  I  would  like  to  follow  up 
on  the  basket  of  loans.  Regulators  seem  to  encourage  this,  at  least 
in  a  document,  the  interagency  policy  statement  on  credit  availabil- 
ity, which  was  done  on  March  10,  1993.  They  actually  state  pretty 
much  what  you  have  said,  that  basket  of  loans  with  minimal  docu- 
mentation requirements  should  be  a  direction  that  we  are  moving 
in.  Do  you  think  that  enough  has  been  done  to  implement  the  proc- 
ess? Have  the  regulators  just  put  forth  the  idea  and  then 

Mr.  Spolan.  Let  it  hang? 

Ms.  Margolies-Mezvinsky.  Not  followed  through  the  way  they 
should  have?  If  the  answer  is,  yes,  what  can  be  done  so  that  this 
can  be  encouraged? 

Mr.  Spolan.  Yes.  I  would  suggest  proposals  from  the  Congress, 
for  example,  back  to  the  regulators,  that  would  allow  for  this  proc- 
ess to  commence. 

We  are  examined  on  a  constant  basis.  When  I  say  constant,  I 
don't  mean  the  regulators  are  there  every  day,  but  they  come  in 
often  enough  to  keep  us  honest,  and  the  examination  process  hasn't 
really  changed  as  far  as  I  can  determine  since  the  time  we  started 
the  bank.  It  is  just  that  our  institution  has  grown  and  therefore 
they  draw  a  line  under  which  certain  loans  aren't  looked  at  because 
they  are  not  deemed  to  be  material  if  they  are  not  in  great  shape 
as  far  as  a  healthy  institution  is  concerned,  but  they  do  look  at 
every  bad  loan  in  the  bank,  every  loan  that  is  delinquent  or  past 
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due  or  in  default,  and  without  suggesting  that,  well,  gee,  this 
would  be  a  good  idea,  we  would  take  these  loans,  we  could  make 
a  basket  out  of  them,  we  will  aggregate  all  the  loans  up  to 
$100,000  and  overall  you  are  doing  OK,  so  we  will  ignore — we 
haven't  heard  that  yet.  That  is  not  what  we  are  getting. 

I  would  think  that  to  sort  of  crystallize  these  thoughts  into  a  pro- 
posal and  go  back  to  the  regulators  and  say,  well,  you  have  said 
it  over  a  year  ago,  and  here  is  something  we  ought  to  do  about  it, 
I  think  would  be  very,  very  helpful  to  us. 

Ms.  Margolies-Mezvinsky.  That  would  be  helpful? 

Mr.  Spolan.  Absolutely. 

Ms.  Margolies-Mezvinsky.  Yes,  Mr.  Freeman? 

Mr.  Freeman.  The  basket  of  loans  that  you  are  referring  to,  this 
is  a  very  good  suggestion,  by  the  way,  but  the  basket  of  loans  you 
are  referring  to  are  loans  to  small  businesses  that  don't  have  the 
same  documentation  as  you  would  normally  require  in  a  loan  to 
small  business.  That  is  what  that  refers  to. 

Yes,  the  regulators  do  say  do  you  have  any  Clinton  loans  when 
they  walk  in  and  that  is  what  they  mean,  the  basket  of  loans,  but 
that  is  just  a  little  group  of  loans.  My  response  is  that  I  would 
rather  do  loans  the  way  I  have  been  doing  them  for  38  years.  We 
make  loans  to  small  business,  we  are  going  to  continue  to  do  so, 
and  I  know  that  if  the  loan  you  referred  to  becomes  delinquent  you 
are  going  to  classify  it.  I  don't  care  whether  you  call  it  a  basket  or 
not. 

Now,  my  colleague's  suggestion  is  a  lot  different  than  that.  That 
is  taking  a  group  of  loans  to  small  business  and  saying  here  is  a 
package.  If  our  delinquencies  are  reasonable,  don't  classify  the  lit- 
tle ones  or  any  portion  thereof.  If  the  delinquency  gets  too  high, 
then  you  can  start  classifying  that  portion. 

By  the  way,  the  last  thing  I  want  to  say  is  Congress  has  been 
looking  at  securitization  of  small  business  loans.  You  may  be  famil- 
iar with  that  right  now.  Automobile  loans  are  securitized  and  sold 
as  are  credit  card  loans,  and  I  know  the  securitization  of  small 
business  loans  is  also  being  discussed. 

Ms.  Margolies-Mezvinsky.  Help  me  out  with  something.  I  know 
that  the  day  has  passed  when  the  stories  that  we  have  heard  about 
how  our  fathers  and  grandfathers  started  in  small  towns  with  the 
grandfather  going  to  the  banker  and  saying,  look,  he  is  not  going 
to  default  on  this  loan,  I  can  tell  you,  his  family  has  been  paying 
us  off  for  all  these  years.  Yes,  on  paper  he  doesn't  look  like  he  is 
going  to  come  through,  but  I  can  tell  you,  he  is  a  good  bet,  just 
back  to  the  old  character  thing. 

I  know  that  those  days  have  for  the  most  part  passed.  Do  you 
miss  them?  What  could  we  do  to  make  sure  that  there  is  this  kind 
of  community?  I  know  with  big  banks  that  sometimes  that  is  im- 
possible, but  it  sounds  like  in  your  situation  that  is  exactly  what 
you  are  saying,  that  without  a  lot  of  these  regulations  you  indeed 
might  be  much  better  off,  but  not  for  the  reasons  that  people  think, 
but  just  this  kind  of  a  gut  reaction  to  what  lending  should  be  all 
about. 

Mr.  Huey.  Historically,  the  industry  has,  I  think,  done  a  pretty 
good  job  with  regard  to  character  loans  and  character  lending  and 
so  on  and  so  forth.  I  still  think  it  is  a  vitally  important  part  of  what 
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it  is  that  we  do  today,  and  we  as  an  industry  have  got  to  do  some 
things  as  well.  I  think  we  need  to  look  at  some  of  those  end  loans 
and  view  them  differently  than  we  do  the  $10  million  loans  and  try 
to  make  our  internal  processes  a  little  more  effective  as  well. 

We  can  still  do  that,  we  can  still  do  the  character  loans  and  look 
at  the  business  and  try  to  help,  but  with  all  of  the  outside  factors 
that  impact  what  might  happen  to  a  business  today,  not  only  what 
we  do,  but  what  others,  what  other  impact  there  may  be  on  a  busi- 
ness, the  amount  of  uncertainty  that  exists  in  our  economy  today 
is  much  higher  than  it  has  ever  been  before,  and  the  business  fail- 
ure rate  certainly  is  very,  very  high  at  this  point,  but  we  can  do 
it,  but  it  requires  people  in  our  industry  to  take  much  more  risk, 
and  I  am  not  talking  about  credit  risk.  I  am  talking  about  the  risk 
of  failure  of  the  business,  the  risk  of  a  regulator  coming  in  and  say- 
ing you  have  done  something  wrong,  the  risk  of  there  being  some 
sort  of  environmental  concern  that  you  didn't  take  care  of,  and  on 
and  on  and  on.  The  amount  of  risk  associated  with  it  is  a  lot  higher 
than  ever  before. 

Ms.  Margolies-Mezvinsky.  Let  me  just  ask  you,  what  percent- 
age of  the  loans  that  you  deal  with  every  day  have  environmental 
problems? 

Mr.  Huey.  Well,  it  is  not  that  they  necessarily  have  the  prob- 
lems. Hopefully,  we  have  resolved — — 

Ms.  Margolies-Mezvinsky.  Or  come  into  the  category  of  we  are 
not  going  to  get  involved  in  this  because  of  Superfund  or  whatever? 

Mr.  Huey.  I  will  give  you  this  as  an  example.  This  is  the  best 
example  of  what  can  happen  from  an  environmental  standpoint. 
We  were  dealing  with  a  company  in  this  local  area  for  many  years. 
This  company  had  been  in  business  for  50  years.  I  am  not  sure  how 
long,  but  about  that  length  of  time. 

We  started  lending  to  that  company,  and  other  banks  did  as  well, 
well  before  the  running  environmental  concerns.  The  business 
failed  about  5  years  or  so  ago,  and  we  had  as  collateral  the  real 
estate  for  that  loan.  In  reviewing  the  environmental  issues  sur- 
rounding that  loan,  there  was  a  tank  car,  railroad  tank  car  buried 
in  concrete  under  the  building  filled  with  who  knows  what,  so  we 
couldn't  take  the  collateral.  We  simply  could  not  take  the  collateral 
because  we  couldn't  assume  the  risk  of  the  cleanup,  and  those — 
that  is  probably  atypical  in  terms  of  the  kind  of  thing  that  hap- 
pened, but  in  virtually  any  business  or  building  that  has  been 
around  for  any  length  of  time 

Ms.  Margolies-Mezvinsky.  What  did  you  do? 

Mr.  Huey.  We  abandoned  the  collateral,  we  took  a  loss,  we 
walked  away  from  it. 

Ms.  Margolies-Mezvinsky.  So  joint  and  several  are  two  words 
that  scare  the  life  out  of  you? 

Mr.  Huey.  There  was  nothing  we  could  do.  The  business  failed, 
the  assets  were  gone,  the  ownership  was  gone,  the  assets  that  were 
there  was  the  real  estate,  and  when  we  got  into  that  there  was  just 
nothing  that  we  could  do. 

Ms.  Margolies-Mezvinsky.  I  am  sorry,  you  were  starting  to  say 
something,  Mr.  Spolan? 

Mr.  Spolan.  You  have  hit  on  a  very  sensitive  point,  and  that  is 
the  so-called  character  of  the  borrower.  We  read,  of  course,  of  Presi- 
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dent  Clinton  suggesting  that  bankers  rely  a  lot  more  on  character 
of  the  borrower  than  we  have  in  recent  times.  There  has  been  a 
major  attitudinal  shift,  however.  Sure,  character  is  a  very,  very  big 
factor  in  the  granting  of  credit,  but  what  used  to  be  a  very,  very 
horrendous  thing,  and  that  is  to  go  into  bankruptcy,  is  today  noth- 
ing more  than  another  business  strategy.  People  don't  care  any- 
more. 

The  shame  associated  with  going  into  bankruptcy  is  absolutely 
something  of  the  past,  and  so  looking  at  the  character  of  the  bor- 
rower where  part  of  that  borrower's  business  strategy  may  be,  well, 
gee,  things  are  tough.  I  am  going  to  go  into  bankruptcy,  makes  the 
playing  field  a  very  different  place  than  it  used  to  be,  so  that  sim- 
ply saying,  well,  gee,  the  guy  is  going  to  pay  or  the  gal  is  going  to 
pay  because  we  know  how  good  she  is  doesn't  make  it  anymore.  It 
just  doesn't  make  it.  Going  into  bankruptcy,  not  a  big  deal.  It  is 
just  another  kind  of  business  strategy.  Chip. 

Mr.  Freeman.  You  have  touched  on  one  of  my  favorite  subjects. 
There  are  five  C's  of  credit  known  as  character,  capacity,  collateral, 
capital,  and  conditions.  That  is  something  I  learned  38  years  ago. 
Any  loan  that  is  made,  I  don't  care  what  the  other  four  C's  are,  if 
the  character  isn't  there,  vou  have  a  good  chance  of  losing  the  loan. 

Now,  the  loans  you  talk  about,  God,  I  would  love  to  make  those 
loans  like  we  used  to  when  I  was  a  little  kid  and  worked  for  a  man 
who  was  a  wonderful  chairman  and  Joe  Smith  called  up  from 
Miami  in  February  and  said,  Ray,  I  need  $25,000,  and  Ray  said, 
I  will  put  it  in  your  account  today  and  when  you  get  back  you  can 
sign  a  note.  If  I  did  that  today,  I  would  end  up  in  Lewisburg. 

Ms.  Margolies-Mezvinsky.  On  that  note. 

Chairman  Bilbray.  Yes,  well,  thank  you,  and  it  is  interesting 
coming  from  Las  Vegas,  Nevada,  where  I  think  the  oldest  building 
is  15  years  old,  that  I  guess  these  are  unique  problems  you  have 
in  the  eastern  seaboard  where  you  have  older  communities,  older 
buildings,  and  so  it  is  interesting  to  hear  this  perspective.  We 
thank  you  for  coming.  We  are  going  to  get  to  panel  number  three 
since  I  have  to  be  on  a  train  at  1  p.m.,  so  thank  you  very  much. 
We  will  take  a  2-minute  break  while  we  set  up. 

[Recess.] 

Chairman  Bilbray.  For  panel  three,  it  is  David  Bomgaars,  Direc- 
tor, Office  of  the  Comptroller  of  the  Currency,  North  Eastern  Dis- 
trict; Fred  Manning,  Vice  President,  Community  Affairs,  Federal 
Reserve  Bank  of  Philadelphia;  Angelo  Vigna,  Director,  Office  of 
Thrift  Supervision,  Northeast  Region;  and  Michael  J.  Zamorski, 
Deputy  Regional  Director,  New  York  Region  FDIC.  So  we  will,  gen- 
tlemen, if  you  could  try  to  limit,  as  I  mentioned  I  do  have  a  1  p.m., 
train  out  of  downtown  Philadelphia,  so  if  you  could  limit  your  testi- 
mony to  the  5  minutes  so  that  we  have  time  for  a  question-and- 
answer  session,  if  we  want,  the  Congresswoman  will  be  back  in  just 
a  couple  of  seconds.  Oh,  we  can  start,  OK  All  right,  Mr.  Bomgaars, 
will  you  start  first,  please. 

TESTIMONY  OF  DAVID  BOMGAARS,  DIRECTOR,  OFFICE  OF  THE 
COMPTROLLER  OF  THE  CURRENCY,  NORTHEAST  DISTRICT 

Mr.  Bomgaars.  Yes.  Thank  you,  Chairman  Bilbray,  for  inviting 
the  OCC  to  participate  in  this  morning's  field  hearing.  My  name 
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is  David  Bomgaars.  I  am  the  District  Administrator  for  the  North- 
eastern District  of  the  Comptroller  of  the  Currency.  The  Comptrol- 
ler of  the  Currency  is  a  Bureau  of  the  U.S.  Treasury  Department 
and  is  the  chartering  agency  and  primary  regulator  for  the  national 
banking  system. 

Within  this  congressional  district,  there  are  five  regional  national 
banking  companies  and  six  community  national  banking  companies 
conducting  the  business  of  banking  under  our  supervision.  The  cur- 
rent Comptroller  of  the  Currency,  Gene  Ludwig,  has  taken  a  lead- 
ership role  on  the  Federal  financial  regulatory  agencies  since  his 
confirmation  in  the  spring  of  1993,  to  improve  credit  flows  and  re- 
duce regulatory  burden.  His  and  the  agency's  actions  are  detailed 
in  my  written  testimony  and  rather  than  reading  that  written  tes- 
timony, I  will  just  highlight  those  remarks. 

Chairman  Bilbray.  All  your  statements  in  their  entirety  will  be 
put  into  the  record,  if  there  is  no  objection.  Hearing  none,  so  or- 
dered. 

Mr.  Bomgaars.  Thank  you.  Much  of  the  OCC's  recent  efforts  to 
address  credit  availability  problems  have  focused  on  the  implemen- 
tation of  the  two-part  program  announced  by  President  Clinton  on 
March  10,  1993.  That  program  has  been  referenced  in  earlier  testi- 
mony. On  that  date,  the  OCC  and  the  four  other  Federal  regulatory 
institutions  issued  an  interagency  policy  statement  providing  de- 
tails of  the  program,  which  includes  initiatives  in  five  key  areas. 

Those  key  areas  are  eliminating  impediments  to  loans  to  small- 
and  medium-sized  businesses;  second,  real  estate  lending  and  ap- 
praisals; third,  handling  of  consumer  complaints  and  appeals  of 
exam  processes,  and  decisions;  fourth,  examination  processes  and 
procedures  themselves;  and  fifth,  the  paperwork  and  regulatory 
burden  that  regulatory  agencies  impose  on  banks. 

In  the  first  area,  the  agencies  and  the  OCC  issued  this  inter- 
agency policy  statement  to  eliminate  unnecessary  documentation 
requirements  for  loans  to  small-  and  medium-sized  business  and 
farms.  Examiners  now  evaluate  those  loans  solely  on  the  basis  of 
performance.  This  change  should  reduce  the  cost  to  the  banks  of 
making  small-  and  medium-sized  business  loans  and  reduce  the 
time  that  bankers  need  to  respond  to  credit  applications. 

We  also  clarified  the  special  mention  loan  classification  definition 
and  eliminated  that  category  from  bank  loan  portfolio  and  capital 
considerations.  In  addition,  we  reviewed  in  substance  foreclosure 
rules  to  encourage  banks  to  work  with  borrowers  to  see  them 
through  other  temporary  difficulties,  and  we  backed  away  from 
using  liquidation  values  when  reviewing  commercial  real  estate 
loans.  . 

Last,  in  that  first  category  we  revised  the  accounting  for  partially 
charged-off  loans,  allowing  banks  to  remove  impediments  to  work- 
ing with  borrowers  who  are  experiencing;  temporary  difficulties.  In 
the  second  category  of  reducing  appraisal  burden,  it  was  June  1994 
final  rule  which  increased  that  threshold  for  appraisals  from 
$100,000  to  $250,000.  We  also  changed  the  rules  to  liberalize  the 
financing  of  other  real  estate  owned. 

In  the  third  area,  the  area  of  appeals  of  exam  decisions,  the  OCC 
has  what  we  call  in  the  agency  an  ombudsman,  who  reports  di- 
rectly to  Gene  Ludwig,  and  that  ombudsman  is  an  experienced  na- 


29 

tional  bank  examiner  for  over  20  years.  The  individual  hears  bank- 
ers' appeals  of  agency  decisions  and  has  the  authority  to  supersede 
any  of  the  decisions  that  are  made  in  the  districts  and  the  field. 

Regarding  the  area  of  exam  process  and  procedures,  the  OCC  co- 
ordinates the  examinations  of  national  charters  with  other  Federal 
regulatory  agencies  when  a  holding  company  or  State-chartered  af- 
filiate might  be  involved.  The  agencies  now  use  a  common  report 
of  examination.  The  OCC  instituted  that  common  report  in  Janu- 
ary of  this  year,  and  that  will  help  agencies  to  ensure  a  uniformity 
and  consistency  among  bank  charters.  The  OCC  will  soon  imple- 
ment new  exam  procedures  for  what  we  call  noncomplex  commu- 
nity banks. 

Those  procedures  focus  on  the  results  of  bank  operations,  not  the 
methods  to  achieve  those  results,  and  as  a  consequence  the  regu- 
latory burden  to  bankers  is  lessened.  The  OCC  sponsors  annual 
meetings  with  large  groups  of  our  regional  banks  and  community 
bankers,  and  we  also  sponsor  what  we  call  community  bank  round 
table  discussions  with  a  half  dozen  to  a  dozen  of  our  community 
bankers. 

At  those  sessions  for  the  last  3  years  we  have  included  topics 
which  discuss  lending  to  small-  and  medium-sized  business  and  we 
also  solicit  bankers  responses  as  to  the  effectiveness  on  our 
changed  procedures  to  reduce  regulatory  burden.  We  are  committed 
to  eliminating  unnecessary  regulatory  burden  on  national  bankers 
and  to  removing  unnecessary  regulatory  impediments  to  the  busi- 
ness of  sound  bank  lending,  while  at  the  same  time  we  strive  to 
maintain  a  safe  and  sound  banking  system.  Thank  you. 

Chairman  Bilbray.  Thank  you. 

[Mr.  Bomgaars'  statement  may  be  found  in  the  appendix.] 

Chairman  BlLBRAY.  Mr.  Manning. 

TESTIMONY  OF  FRED  MANNING,  VICE  PRESIDENT,  COMMU- 
NITY AFFATRS,  FEDERAL  RESERVE  BANK  OF  PfflLADELPHIA 

Mr.  Manning.  Thank  you,  Mr.  Chairman.  Good  morning.  Thank 
you  for  the  opportunity  to  give  testimony  today  on  the  subject  of 
the  small  business  sector's  access  to  capital  markets.  This  is  a  mat- 
ter which  deserves  the  close  and  continuing  attention  of  policy- 
makers, Government  officials,  and  community  leaders,  irrespective 
of  geography. 

To  avoid  repeating  the  comments  of  your  other  speakers,  my  re- 
marks today  will  derive  from  my  perspective  as  the  community  af- 
fairs officer  at  the  Federal  Reserve  Bank  of  Philadelphia.  In  that 
role  I  am  responsible  for  providing  to  the  public  and  to  lending  in- 
stitutions information  about  legitimate  credit  needs  and  some  pos- 
sible responses  affecting  community  reinvestment,  housing,  eco- 
nomic development,  and  small  business  in  our  three-State  district. 

Each  Federal  Reserve  Bank  has  an  officer  and  a  small  staff  en- 
gaged in  this  function.  It  is  essentially  an  information  brokering 
and  an  advocacy  role  with  lenders,  endorsing  their  legal  and  moral 
responsibilities  as  good  corporate  citizens,  and  identifying  for  them 
the  related  service  opportunities,  especially  at  the  lower  end  of  the 
economic  ladder.  The  community  affairs  officer  position  was  estab- 
lished at  the  Federal  Reserve  Banks  in  1981  as  a  direct  outgrowth 
of  the  Community  Reinvestment  Act.  Wording  in  that  legislation 
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encourages  financial  institutions  and  their  regulators  to  work  coop- 
eratively to  achieve  the  goals  of  community  renewal  and  equal  ac- 
cess to  credit. 

The  degree  of  compliance  with  this  law  by  lenders  is  something 
that  is  formally  evaluated  by  the  bank  examiners.  While  much  of 
my  background  is  in  that  discipline,  I  must  emphasize  that  my 
interaction  with  the  banks  now  is  from  an  educational  and  an  en- 
couragement standpoint  rather  than  from  an  examination  ap- 
proach. Since  CRA  became  effective  in  1978,  the  Federal  Reserve 
System  has  had  the  longest  continuing  record  and  role  in  commu- 
nity affairs  of  any  of  the  agencies,  and  as  a  result,  it  is  the  experi- 
ence of  my  organization  that  our  representatives  play  an  important 
role  in  supporting  the  attainment  of  helpful  economic  social  and  fi- 
nancial goals  for  our  country. 

Community  Affairs  staff  work  to  support  the  equable  flow  of 
money  and  credit  through  society  by  ensuring  that  information  on 
area  needs,  on  effective  Tending  strategies,  and  on  innovative  finan- 
cial programs  is  made  available  to  lenders,  to  appropriate  agencies 
of  Government,  and  to  community  organizations.  We  do  some  of 
this  through  meetings.  We  do  others  through  publications. 

I  offer  as  an  example  here  a  catalog  of  reinvestment  programs, 
Government  programs  that  we  make  available  to  banks  in  the  dis- 
trict. We  have  a  particular  interest  in  seeing  cross-sector  partner- 
ships emerge  to  address  the  most  durable  needs  of  distressed  com- 
munities. We  also  wish  to  see  lenders  utilizing  Government  sup- 
ports and  guarantees  wherever  possible  in  order  to  minimize  the 
credit  risk  problems. 

Consequently,  our  people  spend  a  good  bit  of  their  time  exploring 
these  possibilities  and  in  assisting  banks  to  respond  in  a  positive 
manner.  The  good  news  today  is  that  progress  is  occurring  here 
and  that  the  field  of  community  development  finance  has 
reemerged  as  an  important  profession  in  the  banking  industry. 
Now  obviously,  however,  the  mission  is  one  more  lately  begun  or 
valued  than  one  that  is  near  completion,  and  in  reality  it  is  a  con- 
tinuing activity  and  challenge.  From  13  years  experience  in  manag- 
ing our  bank's  community  affairs  programs,  I  am  eyewitness  to  the 
central  role  that  information  plays  in  illuminating  both  the  credit 
needs  and  their  possible  remedies. 

Lenders  need  to  know  about  both  aspects.  Borrowers  also  need 
to  know  about  the  remedies  that  can  be  tapped  in  the  public  and 
private  sectors,  and  Government  agencies  most  especially  need  to 
be  aware  of  whether  their  services  are  being  bypassed  because  of 
possible  flaws  in  product  design,  marketing  or  even  the  service  per- 
formance of  staff.  But  in  practice,  information  of  this  sort  may  not 
be  readily  available  to  the  parties  that  most  need  it. 

From  our  vantage  point  in  the  intersection,  however,  we  are  in 
a  unique  position  to  be  helpful  to  all  the  stakeholders  by  narrowing 
the  information  voids  and  opening  the  door  to  the  opportunities.  To 
illustrate  our  bank's  various  involvements  as  well  as  some  of  the 
distinctive  responses  that  we  have  seen  by  local  lenders  to  small 
business  needs,  I  have  previously  submitted  to  committee  staff  a 
body  of  explanatory  materials. 

In  conclusion,  while  I  am  not  unmindful  of  the  continuing  dif- 
ficulties in  the  field,  I  am  nonetheless  heartened  by  the  belief  that 
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the  financing  needs  of  the  small  business  sector  are  increasingly 
being  recognized  by  the  wisest  banks  as  central  to  our  country's 
hopes  for  achieving  progress  and  community  revitalization,  employ- 
ment, and  equal  credit  opportunity.  Part  of  the  reason  for  this  good 
news,  I  think,  is  the  attention  given  to  the  Community  Reinvest- 
ment Act.  ,  ,  .       . 

With  concerted  support  from  lenders,  joining  the  leadership  ot 
elected  officials,  the  passion  of  community  groups  and  the  commit- 
ment of  small  business  representatives,  we  can  ensure  that  the 
message  America  always  sends  to  its  citizens  recognizes  that  eco- 
nomic opportunity  not  just  accompanies,  but  defines  our  political 
freedom.  Thank  you. 

Chairman  BlLBRAY.  Thank  you,  Mr.  Manning. 

[Mr.  Manning's  statement  may  be  found  in  the  appendix.] 

Chairman  BlLBRAY.  Mr.  Vigna. 

TESTIMONY  OF  ANGELO  VIGNA,  DIRECTOR,  OFFICE  OF 
THRIFT  SUPERVISION,  NORTHEAST  REGION 

Mr.  Vigna.  Thank  you.  Good  morning,  Chairman  Bilbray  and 
Congresswoman  Margolies-Mezvinsky.  I  am  pleased  to  be  here  to 
represent  the  Office  of  Thrift  Supervision.  My  name  is  Angelo 
Vigna.  I  am  the  northeast  regional  director  for  the  Office  of  Thrift 
Supervision.  The  OTS  is  an  office  of  the  Treasury  Department. 

We  are  the  primary  regulator  of  savings  institutions  and  feder- 
ally chartered  mutual  savings  banks.  Mr.  Chairman,  the  thrift  in- 
dustry today  is  much  smaller  and  much  healthier  than  it  was  in 
the  1980's.  Savings  associations  and  savings  banks  are  consumer- 
based  lending  institutions  with  a  statutory  emphasis  on  housing 
and  consumer  finance. 

As  of  March  31,  1994,  thrifts  nationwide  have  more  than  70  per- 
cent of  their  assets  in  residential  housing-related  finance  and 
consumer  loans.  Thrifts  in  the  northeast  region  and  those  in  Mont- 
gomery County  hold  65  and  77  percent  of  their  assets,  respectively, 
in  residential  housing-related  finance  and  consumer  loans.  This 
percentage  has  remained  markedly  constant  over  the  years. 

Thrift  institutions  are  not,  however,  active  business  lenders.  The 
qualified  thrift  lender  test  requires  a  significant  percentage  of 
thrifts'  portfolios  to  be  invested  in  residential  housing  assets.  In  ad- 
dition, the  amount  of  business  loans  thrifts  can  make  is  limited  by 
statute  to  10  percent  of  assets,  thus  thrift  institutions  wishing  to 
become  more  active  business  lenders  are  generally  required  to 
change  charters. 

Given  the  importance  to  our  economy  of  a  vibrant  housing  mar- 
ket, including  multi-family  housing,  which  constitutes  much  of  the 
Nation's  affordable  housing  stock,  the  OTS  has  worked  to  identify 
and  improve  impediments  to  credit  availability.  We  have  coordi- 
nated our  efforts  with  those  of  the  other  Federal  regulatory  agen- 
cies, and  on  March  10th  of  last  year  the  OTS  and  the  other  bank 
regulatory  agencies  announced  the  Credit  Availability  Program. 

Our  goal  was  to  encourage  lending,  particularly  to  small-  and 
medium-sized  businesses,  including  those  in  low  and  moderate  in- 
come areas.  This  initiative  came  in  response  to  an  announcement 
of  the  President  to  spur  economic  growth.  Since  economic  growth, 
particularly  job  growth,  is  fueled  primarily  by  small-  and  medium- 
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sized  business,  credit  availability  to  those  borrowers  was  especially 
important.  I  would  just  like  to  mention  two  initiatives  that  OTS 
has  been  involved  with  based  upon  this  issue  of  credit  availability 
for  small  businesses. 

The  first  is  reform  of  the  Community  Reinvestment  Act;  the  sec- 
ond is  the  potential  expansion  of  thrift  commercial  lending  author- 
ity. First,  the  agencies  are  working  to  revise  the  regulations  that 
implement  CRA  Our  goal  is  to  ensure  that  institutions  have  a  bet- 
ter understanding  of  what  is  expected  of  them  and  how  we  will  as- 
sess their  performance  as  regulators.  Our  objective  is  to  stimulate 
the  availability  of  credit,  particularly  in  credit-needed  areas  be- 
cause banks  and  thrifts  will  be  encouraged  to  increase  their  atten- 
tion and  energy  they  spend  on  actually  making  loans  and  invest- 
ments rather  than  devoting  a  disproportionate  amount  of  their  re- 
sources to  the  documentation  of  the  CRA  process. 

Second,  as  I  noted  earlier,  thrifts  are  not  significantly  involved 
in  commercial  lending  activities.  While  there  are  a  number  of  rea- 
sons for  this,  including  the  traditional  role  as  residential  mortgage 
lenders  and  the  qualified  thrift  lender  test,  some  thrifts  have  indi- 
cated that  the  current  10  percent  of  assets  limit  on  commercial 
loans  acts  as  a  disincentive  to  make  any  business  loans. 

From  their  perspective,  the  large  volume  of  commercial  lending 
is  necessary  to  make  it  economically  worthwhile  to  invest  in  the 
staffing  and  other  resources  required  to  be  successful  commercial 
lenders.  It  may  therefore  be  useful  to  consider  increasing  the  com- 
mercial lending  authority  of  savings  associations.  This  action  would 
enable  savings  associations  to  make  more  loans  to  small-  and  me- 
dium-sized businesses,  thereby  enhancing  their  role  as  community- 
based  lenders,  and  furthering  the  principal  goal  of  the  administra- 
tion's Credit  Availability  Program.  Again,  thank  you  for  the  oppor- 
tunity to  discuss  these  initiatives,  and  I  would  De  pleased  to  an- 
swer any  questions  you  have. 

Chairman  Bilbray.  Mr.  Zamorski. 

TESTIMONY  OF  MICHAEL  J.  ZAMORSKI,  DEPUTY  REGIONAL 
DIRECTOR,  NEW  YORK  REGION  FDIC 

Mr.  Zamorski.  Chairman  Bilbray  and  Congresswoman 
Margolies-Mezvinsky  and  other  guests,  I  appreciate  the  oppor- 
tunity on  behalf  of  FDIC  to  talk  about  capital  access  to  small  busi- 
nesses. Our  region,  the  New  York  region,  encompasses  Pennsylva- 
nia and  the  other  Mid-Atlantic  States. 

What  I  want  to  do  is  briefly  capsize  some  of  the  items  in  my  pre- 
pared testimony.  In  my  prepared  remarks  I  get  into  several  state- 
ments on  credit  availability  that  have  been  issued  by  the  regu- 
lators. There  were  two  in  1991  and  one  in  1993.  The  point  I  would 
like  to  make  with  respect  to  those  is  that  it  is  all  well  and  good 
to  issue  these  policy  statements,  but  we  wanted  to  make  sure  that 
the  programs  were  clearly  articulated  to  our  examiners  and  the 
programs  were  followed,  so  that  any  perception  that  existed,  that 
the  examiners  were  applying  unrealistically  rigorous  credit  stand- 
ards and  the  other  perception  that  existed,  that  bankers  were  un- 
duly conservative,  could  be  addressed. 

We  conducted  a  series  of  field  office  meetings  with  our  10  field 
offices.  Each  of  those  field  offices  has  about  40  to  60  examiners.  We 
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advised  our  examiners  that  the  basic  message  was  we  are  here  to 
examine  the  bank's  condition  using  prudential  risk  standards.  We 
are  not  doing  a  "'white  glove"  inspection.  We  are  not  doing  a  zero 
risk  tolerance,  and  with  that  we  made  several  points  that  the  ex- 
aminers are  to  look  at,  as  mentioned  by  Mr.  Freeman,  the  five  C's 
of  credit  and  not  accentuate  one  C  over  the  other,  and  it  had  to  be 
a  balanced  approach. 

We  talked  about  also  the  communication  of  our  policy  statements 
to  bankers  and  also  talked  about  the  multitiered  review  process 
that  we  had  installed  in  the  office  to  make  sure  that  the  policies 
were  adhered  to.  Based  on  the  number  of  complaints  or  lack  of 
complaints  that  we  have  gotten  from  bankers — there  have  been 
very  few — we  are  of  the  belief  that  the  examiners  are  following  the 
policies  over  the  past  several  years. 

One  other  thing  I  should  mention  is  that  with  respect  to  sub- 
standard loans,  we  emphasize  repeatedly  that  substandard  loans 
have  to  have,  by  definitions,  a  ". . .  corrected"  distinct  possibility  of 
loss  if  the  deficiencies  are  not  corrected.  This  may  seem  subtle,  but 
it  is  an  important  facet  of  classified  loans  that  needs  to  be  men- 
tioned so  that  reports  aren't  loaded  up  with  overclassifications  of 
loans.  This  doesn't  do  anybody  any  good — the  regulators  don't  have 
a  correct  understanding  of  the  condition  of  the  bank,  and  the  bank- 
ers, as  well,  may  be  constrained  against  lending  if  they  feel  the 
loan  is  going  to  be  unjustifiably  classified. 

We  also  emphasize  that  examiners  are  not  real  estate  appraisers, 
and  while  they  certainly  can  look  at  real  estate  appraisals  with  a 
healthy  degree  of  skepticism,  they  are  not  to  try  to  substitute  their 
judgment  for  someone  that  has  a  professional  qualification  as  an 
appraiser. 

In  addition  to  these  policy  statements  on  credit  availability,  as 
Mr.  Bomgaars  and  Mr.  Freeman  have  pointed  out,  there  is  a  low 
documentation  program  available  on  a  group  of  loans,  and  I  think 
that  was  a  positive  step  that  was  in  March  30,  1993.  Mr.  Spolan 
mentioned  the  June  7,  1994,  change  in  the  appraisal  requirements 
which  I  think  has  been  very  beneficial. 

In  conclusion,  I  want  to  turn  to  an  initiative  that  we  have  done 
in  the  New  York  region  of  FDIC  that  I  think,  while  it  is  not  a 
unique  initiative,  I  mink  it  has  been  somewhat  unique  from  the 
standpoint  of  public-private  partnership  with  respect  to  trying  to 
promote  small  business  lending. 

In  the  spring  of  1993,  the  FDIC's  New  York  region  was  ap- 
proached bv  some  other  accounting  firms  and  some  banks  to  get  to- 
gether and,  for  lack  of  a  better  term,  "brainstorm"  about  what 
could  be  done  to  increase  small  business  lending.  As  a  result  of 
those  meetings  and  discussions — a  lot  of  different  ideas  were 
brought  together  because  of  the  diversity  of  the  participants — we 
came  to  the  conclusion  that  a  small  business  financing  expo  would 
probably  make  a  lot  of  sense.  This  program  involved  private-public 
partnership.  Representing  the  public  sector  was  the  FDIC  and  the 
U.S.  Small  Business  Administration  along  with  various  New  York 
City  and  State  entities.  A  number  of  financial  institutions  also 
sponsored  this  small  business  financing  expo.  There  were  a  number 
of  details  that  were  ironed  out  in  order  to  make  a  successful  pro- 
gram, but  we  feel  a  successful  program  was  achieved  as  we  had  at- 
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tracted  about  85  exhibitors  who  consisted  of  bankers,  venture  cap- 
italists— people  who  had  money  and  were  ready,  willing,  and  able 
to  grant  credit  or  supply  funds  to  people  in  the  small  business 
sphere. 

We  also  had  educational  programs  which  consisted  of  how  to  fi- 
nance a  start-up  operation,  how  to  finance  an  intermediate  phase, 
how  to  gain  access  to  various  Government  programs,  what  pro- 
grams are  available,  how  do  you  get  through  the  paperwork  bur- 
den. We  had  about  1,200  attendees,  and  while  the  success  of  the 
program  to  some  extent  is  anecdotal,  we  did  do  exit  surveys  of  both 
the  exhibitors  and  the  attendees,  and  they  all  found  that  it  was 
very  helpful  and  very  useful  and  would  come  again  next  year.  A  lot 
of  the  exhibitors  saia  they  felt  that  they  got  some  very  viable  leads. 

We  also  had  a  small  businessman  there  who  was  a  success  story, 
who  started  basically  from  scratch,  Fernando  Mateo,  who  developed 
a  very  successful  carpeting  business  over  a  number  of  years,  and 
he  explained  all  the  pitfalls,  told  the  prospective  entrepreneurs 
there  to  stick  with  it.  You  can  get  through  this  morass  of  paper- 
work, and  you  just  have  to  have  the  energy  to  do  it,  and  the  idea, 
and  you  can  do  it.  He  is  very  inspirational. 

I  must  thank  both  Mr.  Vigna,  Mr.  Bomgaars,  and  Mr.  Feldberg 
of  the  Federal  Reserve  Bank  of  New  York  and  former  superintend- 
ent of  banking  of  New  York  State  Derrick  Cephas,  because  all 
those  people  helped  us  develop  lists  of  prospective  participants  and 
attendees.  We  also  sent  a  uniform  letter  to  all  the  institutions  we 
supervise,  encouraging  them  to  participate  in  this  program,  and 
while  such  participation  certainly  wasn't  required,  it  is  one  of  the 
means  by  which  they  can  meet  one  of  the  objectives  of  their  char- 
ter— which  is  to  serve  the  legitimate  credit  needs  of  the  commu- 
nity, including  small-  and  medium-sized  businesses.  Thank  you. 

Chairman  Bilbray.  Thank  you. 

[Mr.  Zamorski's  statement  may  be  found  in  the  appendix.] 

Mr.  VlGNA.  Mr.  Vigna,  you  mentioned  raising  the  increase  on 
commercial  loan  capacity  of  thrifts  from  the  10  percent.  Do  you 
have  any  idea  what  are  we  talking  about,  to  15,  20,  or  25  percent, 
what  are  we  talking  about? 

Mr.  VlGNA.  The  indications  we  have  had  is  that  15  percent  at 
this  point. 

Chairman  Bilbray.  One  of  the  questions  that  I  brought  up  with 
the  earlier  panel  was  the  fact  that  I  still  get  complaints  from  bank- 
ers that  too  much  emphasis  is  placed  on  the  situation  with  guaran- 
teed loans,  that  too  often  they  are  made  to  feel  that  these  loans  are 
something  less  than  guaranteed  loans  and  therefore  should  either 
not  be  done  or  should  be  looked  at  even  closer  or  if  they  are  in  any 
sort  of  default  that  they  should  reserve  against  it  or  something  like 
that. 

Do  you  find,  and  maybe  the  FDIC  would  be  best  to  answer  that 
question,  or  anybody  else  that  wants  to  have  an  input  there,  is  this 
the  case?  I  can't  talk  about  this  region.  The  bankers  here  didn't 
seem  to  react  too  much  to  it,  but  maybe  this  is  a  western  phenome- 
non. 

Mr.  Zamorski.  It  should  be  uniform  throughout  the  country,  Mr. 
Chairman.  It  puzzled  me  when  you  mentioned  it,  and  because,  ex- 
cept for  the  10  percent  portion  or  whatever  that  percentage  might 
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be  that  the  banks  are  actually  at  risk,  there  should  be  no  require- 
ment against  the  loans,  so  I  think  if  the  banker  runs  into  a  prob- 
lem they  should  contact  the  regional  offices. 

I  will  say,  as  Mr.  Freeman  mentioned,  though,  that  there  are  cer- 
tain standards  that  have  to  be  met,  and  there  is  a  possibility,  it 
is  my  understanding,  that  if  these  certain  prudential  standards 
aren't  met  in  the  administration  of  loans,  that  the  guarantee  could 
be  voided. 

If  an  examiner  were  to  find  out  that,  there  were  specific  reasons 
why  the  guarantee  was  in  jeopardy,  not  just  the  possibility  but  spe- 
cific reasons,  I  could  envision  a  circumstance  where  they  might, 
upon  the  basis  of  the  inspection  of  the  facts,  determine  that  there 
should  be  a  reserve.  I  think  that  would  be  fairly  remote,  though, 
but  Mr.  Freeman  did  raise  a  good  point  there.  Your  guarantee 
could  be  voided  if  you  were  imprudent  or  careless  or  whatever  term 
you  want  to  use. 

Chairman  Bilbray.  In  other  words,  you  didn't  properly  file  your 
securing  documents,  a  mistake  was  made? 

Mr.  Zamorski.  Right.  I  don't  know  how  technical  the  SBA  gets 
with  respect  to  voiding  a  guarantee. 

Chairman  Bilbray.  Any  other  comments? 

Ms.  Margolies-Mezvinsky.  I  would  suspect  that  when  you  tell 
people  at  a  party  that  you  are  a  regulator  that  you  get  some  very 
interesting  responses.  I  am  sure  some  of  them  don  t  understand 
what  you  really  do,  but  with  regard  to  those  who  do,  what  is  your 
public  pulse? 

Are  people  saying — well,  let  me  stop  the  question  there.  From  a 
read  of  those  people  whom  you  talk  to,  what  is  the  largest  frustra- 
tion? What  would  you  like  to  change  with  regard  to  being  able  to 
answer  their  comments? 

Mr.  Manning.  Well,  my  other  feeling  is  there  is  great  informa- 
tion deficiency  around  this  whole  field,  most  especially  on  the  rem- 
edy side.  As  I  mentioned  in  my  testimony,  the  helpful  information 
just  doesn't  naturally  flow  to  the  parties  that  need  it,  information 
that  has  to  be  guided,  has  to  be  channeled,  et  cetera.  That  informa- 
tion, however,  is  distributed. 
Ms.  Margolies-Mezvinsky.  Is  that  because  it  is  so  complex? 
Mr.  Manning.  I  just  think  that  people  have  other  interests,  they 
are  diverted,  et  cetera.  A  lot  of  this  is  technical.  A  lot  of  it  is  pro- 
grammatic. People  don't  normally  get  documents  like  this,  et 
cetera,  so  there  is  that  gap,  and  because  of  the  gap  people  will  not 
do  things  that  they  might  otherwise  do,  because  of  that  gap  people 
may  not  be  aware  that  some  people  are  doing  good  things,  and  that 
others  could  do  the  same,  but  when  that  information  is  channeled 
properly,  I  think,  my  other  feeling  is  the  basic  goodness  of  people 
comes  out  and  they  are  willing  to  be  part  of  the  solution,  not  just 
part  of  the  problem,  so  for  me  a  lot  of  this  is  an  information  drill 
with  a  strong  stimulus  of  supervision  and  legislation  going  with  it. 
Mr.  Bomgaars.  I  think  one  of  the  presenters  on  an  earlier  panel 
had  mentioned  that  banks  are  interested  in  getting  the  best  cus- 
tomers for  that  bank,  both  in  terms  of  borrowing  customers  and  de- 
posit customers,  and  that  is  true.  They  want  to  make  a  profit  on 
their  loans,  and  they  want  to  avoid  to  a  degree  a  substantial 
amount  of  risk  totally  in  the  bank. 
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On  the  other  hand,  the  customer  is  out  for  her  or  his  self  and 
they  would  like  the  best  deal  in  terms  of  the  best  interest  rate, 
both  borrowing  and  depositing,  and  also  in  terms  of  the  documenta- 
tion as  less  documentation  to  be  provided  as  possible,  and  as  less 
encumberment  of  their  assets  as  possible,  and  so  you  have  two 
sides  that  are  trying  to  reach  a  business  deal,  and  at  times  the  reg- 
ulator becomes  involved  because  we  hear  one  side  and  not  the 

other,  and  that  is  what  makes  it  so  difficult,  but  I  think 

Ms.  Margolies-Mezvtnsky.  But  the  overall  feeling  is  cut  back  on 
the  amount  of  regs,  please? 

Mr.  Bomgaars.  Oh,  definitely,  and  I  think  we  have  done  that  in 
a  very  substantial  way,  but,  yes,  it  is  still  there. 

Chairman  Bilbray.  You  heard  the  question  or  what  was  said  in 
the  first  panel  was  the  fact  that  they  have  certainly  cut  down  with 
the  LowDoc  and  so  forth  the  application,  but  that  the  other  end 
they  still  have  these  tremendous  reporting  periods  that  the  bankers 
would  look  and  say,  listen,  I  have  to  do  as  much  reporting  on  a 
$50,000  loan  as  I  do  on  a  million-and-a-half  loan. 

Why  shouldn't  I  go  make  $5  or  $6  million-and-a-half  dollar  loans 
than  100  $50,000  loans  which  are  going  to  drive  me  crazy  with  the 
amount  of  paperwork?  Are  there  any  discussions  that  you  gentle- 
men have  that  would  on  smaller  amounts,  business  loans,  SBA 
loans  or  so  forth  where  we  could  cut  down  the  amount  of  paper- 
work needed  from  the  banks  to  say,  hey,  listen,  this  is  not  only 
good  from  the  front  end,  it  is  also  good  from  the  back  end.  You 
won't  have  to  do  as  much  paperwork  on  these  loans  as  you  do  on 
the  bigger  loans? 

Mr.  Bomgaars.  I  believe  it  was  Mr.  Spolan  on  the  second  panel 
did  have  a  good  suggestion,  and  within  the  OCC  we  have  looked 
at  the  possibility  of  reviewing  small  business  credits  on  the  same 
basis  as  credit  cards,  in  other  words,  on  a  portfolio  basis. 
Chairman  Bilbray.  So  the  basket? 

Mr.  Bomgaars.  Correct,  correct,  where  there  would  be  a  credit 
rating  factor  for  small  business  credits  as  there  are  for  credit  cards, 
and  examiners  would  review  those  on  a  portfolio  basis  rather  than 
individually,  but  I  would  point  out  that  generally,  again,  depending 
on  the  size  of  the  institution,  we  really  don't  review  that  many 
small  business  credits  because  when  we  go  into  an  institution  we 
take  a  cut  on  the  total  capital  and  review  only  the  larger  credits 
and  then  those  credits  that  are  past  due  or  delinquent,  so  in  many 
cases  we  don't  review  the  smaller  business  credits. 

Ms.  Margolies-Mezvinsky.  So  it  is  their  board  that  is  more  con- 
cerned about  that  than  you  are? 
Mr.  Bomgaars.  Correct. 

Chairman  Bilbray.  I  think  Mr.  Zamorski  had  something  to  say. 
Mr.  Zamorski.  It  has  not  been  mentioned  specifically,  but  the 
issue  of  securitization,  some  method  of  securitization  for  these  type 
of  loans  might  be  helpful.  There  is  nothing  better  to  get  capital  into 
a  marketplace  than  liquidity  in  that  marketplace,  and  I  think  as 
an  example,  if  you  look  at  the  mortgage-backed  securities  market 
which  is  a  tremendous  market,  it  essentially  didn't  exist  10  years 
ago.  Now,  I  am  not  going  to  say  that  a  small  business  lending  mar- 
ket would  be  as  liquid  as  that,  but  it  might  help  attract  capital. 
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Chairman  Bilbray.  Our  Chairman,  Mr.  LaFalce,  has  been  push- 
ing Velda  Sue,  which  is  trying  to  create  a  new  market,  secondary 
market  for  these  kind  of  loans.  Is  that  what  you  are  talking  about? 

Mr.  Zamorski.  Yes. 

Chairman  Bilbray.  Do  you  favor  that  sort  of  situation? 

Mr.  Zamorski.  Personally,  yes. 

Chairman  Bilbray.  Everybody  else? 

Mr.  Vigna.  Yes. 

Mr.  Bomgaars.  Yes. 

Mr.  Manning.  Yes. 

Ms.  Margolies-Mezvinsky.  Mr.  Bomgaars,  let  me  go  back  to 
something  that  we  briefly  mentioned,  and  that  is  that  in  this  inter- 
agency policy  statement  on  credit  availability,  March  1993,  which 
you  had  a  part  of,  well  the  regulators  created. 

Mr.  Bomgaars.  Yes. 

Ms.  Margolies-Mezvinsky.  That  the  idea  of  the  basket  of  loans 
is  mentioned  here,  and  fairly  prominently  one  would  think,  at  least 
as  a  suggestion,  in  your  statement  you  did  not  mention  it.  One  of 
the  things  that  the  banking  panel  said  was  that  it  was  a  nice  trial 
balloon  that  was  sent  up,  but  that  it  really  hadn't  been  pursued  in 
any  form  that  made  a  lot  of  sense  to  them,  that  certainly  they 
would  like  it  to  be  pursued  a  little  bit  more. 

Is  the  basket  of  loans  program  being  encouraged  to  the  best  of 
your  knowledge?  Could  we  expand  this,  as  Mr.  Spolan  has  sug- 
gested? 

Mr.  Bomgaars.  Yes.  I  am  not  sure  you  mentioned  in  the  first 
part  of  your  question  that  I  didn't  address  it  in  my  statement.  I 
did,  in  my  written  testimony.  It  is  1-A,  the  first  item. 

Ms.  Margolies-Mezvinsky.  OK,  thank  you. 

Mr.  Bomgaars.  Yes,  it  is  something  that  I  guess  we  as  regulators 
have  been  talking  about  now  since  tne  basket  was  put  in  place.  I 
mentioned  that  we  do  move  around  our  district  to  meet  with  large 
groups  of  bankers  and  the  small  bank  round  tables,  and  we  did 
have  a  group  out  in  Hershey,  Pennsylvania,  2  weeks  ago.  But  we 
do  find  that  bankers  are  not  that  enthused  about  using  the  basket 
of  loans,  primarily  because  they  have  gone  through  a  very  tough 
5  years  of  lending.  They  have  changed  lending  officers,  they  are  in 
the  process  of  training  new  lending  officers,  and  they  feel  that  the 
basics  of  credit  extension,  do  involve  good  documentation,  and  so 
quite  frankly  they  are  unwilling  to  use  that. 

Ms.  Margolies-Mezvinsky.  So,  Mr.  Spolan  was  the  exception? 

Mr.  Bomgaars.  Yes.  Oh,  yes.  I  would  say  I  last  attended  a  group, 
a  round  table  group  in  Altoona,  Pennsylvania,  we  had  15  bankers 
at  the  table,  and  one  banker  used  the  basket  of  loans. 

Ms.  Margolies-Mezvinsky.  Do  you  find  that  true? 

Mr.  Vigna.  Yes.  We  have  been  tracking  the  basket  since  it  was 
put  into  effect,  and  as  I  mentioned  in  my  testimony,  a  very  small 
amount  of  character  business  loaners,  there  are  some  that  do  make 
business  loans,  and  I  think  in  the  region  we  have  accounted  for  one 
handful  or  less  of  these  so-called  character  business  loans  in  the 
basket. 

Chairman  Bilbray.  So  do  you  feel  that  the  Velda  Sue  proposal 
that  has  been  made  by  the  Small  Business  Committee  on  the  sec- 
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ondary  market,  would  this  be  used  or  are  we  also  spinning  our 
wheels? 

Mr.  Vigna.  I  don't  know  if  you  are  spinning  your  wheels.  I  think 
that  you  still  don't  get  around  the  credit  underwriting  aspect  of  it, 
and  the  recourse  aspect  of  it.  If  they  are  bad  loans,  they  are  not 
good  underwritten  loans  to  begin  with,  then  you  are  selling  them 
into  the  secondary  market,  ana  while  you  create  liquidity,  you  may 
have  created  a  bad  basket  of  loans  or  still  retain  the  problem  for 
the  seller. 

On  the  contrary,  I  think  the  other  side  of  that  is  you  get  the  mul- 
tiple effect  of  a  large  number  of  loans  in  the  collateral  package,  and 
that  kind  of  ameliorates  bad  debts.  I  think  I  would  be  very  support- 
ive of  that  concept. 

Chairman  Bilbray.  Is  that  true  of  all  of  you? 

Mr.  Bomgaars.  Yes. 

Mr.  Zamorski.  One  would  have  to  be  sure  that  whatever  re- 
course arrangements  would  need  to  be  made  don't  result  from  an 
accounting  standpoint,  in  the  banks  having  to  retain  the  assets  on 
their  balance  sheet.  Otherwise  if  the  objective  is  to  get  these  off  the 
balance  sheet  so  there  is  liquidity  to  make  more  loans.  If  the  ac- 
counting is  not  correct,  then  they  may  not  be  able  to  accomplish 
their  objective.  Certain  recourse  arrangements  require  the  assets  to 
stay  on  the  books  of  the  bank  even  though  they  might  be,  quote 
unquote,  a  sale. 

Mr.  Manning.  Without  further  reference  to  the  basket  approach, 
I  should  mention  that  there  are  a  number  of  partnership  vehicles 
being  created  now  in  response  to  small  business  and  housing  needs 
where  different  banks  will  get  together  and  pool  the  credits,  and 
in  the  process  credits  are  being  made  that  might  not  otherwise  be. 
You  spread  the  risk  and  you  drive  down  the  pricing  and  Govern- 
ment comes  in  behind  with  some  supports,  so  without  respect  to 
the  basket  approach  in  an  individual  institution,  you  are  seeing  dif- 
ferent banks  now  combining  in  partnership  arrangements,  same 
probable  result. 

Ms.  Margolies-Mezvinsky.  We  seemed  to  hear  from  both  panels 
before  that  the  documentation  required  from  a  lender  from  an  ap- 
plicant may  not  vary  according  to  the  size  of  the  loan.  Does  it? 
Should  it? 

Mr.  Zamorski.  Yes,  it  does  and  I  think  it  should.  For  example, 
if  you  look  in  most  texts  on  lending,  how  it  should  be  done  by  the 
book,  on  the  small  borrowers  it  is  going  to  say  that  you  should  re- 
quire CPA  opinion  statements.  I  could  tell  you  in  reality  for  a  lot 
of  small  borrowers  that  is  not  necessarily  a  requirement.  It  is  a 
great  expense  and  as  long  as  the  lender  feels  they  can  get  a  com- 
fort level  that  the  financial  condition  of  the  borrower  is  fairly  por- 
trayed based  on  any  personal  knowledge  they  have  plus  verifica- 
tions, that  is 

Ms.  Margolies-Mezvinsky.  So  it  has  more  to  do  with  percep- 
tion? It  has  more  to  do  with  the  fact  that  someone  who  is  coming 
in  to  borrow  at  a  fairly  modest  level  feels  as  though  the  amount 
that  he  or  she  has  to  do  is  unfair,  almost  by  definition? 

Mr.  Zamorski.  Well,  it  gets  back  to  the  five  C's  of  credit  and 
character  and  how  well  you  know  your  borrower  and  what  your 
track  record  is  with  the  oorrower.  I  would  say  that  bankers  that 
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have  a  track  record  with  a  customer  would  and  should  have  a 
much  different  relationship  and  much  less  onerous  requirements 
than  people  who  they  don't  know,  given  the  litigious  society  we  live 
in  and  other  things  that  were  talked  about  earlier. 

Ms.  Margolies-Mezvinsky.  There  were  some  bankers  whom  we 
called  who  were  afraid  to  come  because  of  you  guys.  They  were 
afraid  that  you  would  then  be  a  little  bit  harder  on  them,  give 
them  a  hard  time.  Now  I  know,  looking  at  the  honest  faces  that 
sit  in  front  of  us  that  you  would  never  do  anything  like  that,  but 
why  did  we  get  this  reaction? 

Mr.  Manning.  Congresswoman,  few  have  been  in  the  business  of 
bank  supervision  as  long  as  all  of  us  have,  you  hear  all  sorts  of 
things.  No  matter  what  comment  you  want  to  make  you  have 
heard  it  somewhere  along  the  line.  It  is  a  regulated  industry,  some 
people  do  not  react  all  that  well  to  it.  Maybe  I  wouldn't,  too,  if  I 
was  on  the  other  side  of  the  table,  but  in  the  process,  unfortu- 
nately, there  is  an  awful  lot  of  misinformation.  There  is  a  lot  of 
misinformation  even  about  the  credit  needs.  I  will  give  you  an  ex- 
ample. 

I  was  up  last  week  in  a  part  of  our  district  where  there  is  a 
multibank  development  vehicle  for  small  business  with  all  the 
banks  in  the  area  in  it  as  well  as  local  government,  et  cetera.  I 
asked  them  about  some  of  these  issues,  and  the  response  came 
back  to  me,  there  is  no  credit  crunch  here.  There  is  an  applicant 
crunch,  and  the  statement  then  was  buttressed  with,  "This  is  a 
competitive  area  among  the  banks.  We  are  not  getting  the  types  of 
loans  that  we  would  like  to  have  as  an  intermediary  because  the 
banks  are  doing  the  business."  That  is  not  the  only  place  where  I 
have  heard  that  comment,  so  in  the  end  I  am  a  great  believer  in 
competition.  When  competition  comes  into  the  marketplace,  a  lot  of 
these  needs  tend  to  diminish  rather  quickly. 

Mr.  Bomgaars.  I  think  that  is  true,  your  statement  that  banks, 
especially  in  the  last  5  years,  have  fear  of  retribution  from  the  reg- 
ulator because  there  has  been  a  number  of  failures  of  institutions 
of  commercial  banks  and  thrifts  throughout  the  northeast,  espe- 
cially since  1988,  and  we  as  regulators  ourselves  personally  and 
our  staffs  have  had  to  take  some  strong  positions  with  bankers  and 
bank  management  teams,  and  in  some  of  those  cases  directors  have 
left  their  institutions  and  senior  management. 

Executive  management  have  left  their  institutions  for  the  better 
of  the  institution.  That  is  hard  to  overcome,  but  I  think  all  of  the 
agencies  are  doing  that,  and  we  are  doing  it  primarily  through  get- 
ting out  and  talking  to  the  bankers,  and  each  us  have  put  an  om- 
budsman in  at  a  national  level  in  our  agency,  so  there  is  a  mecha- 
nism when  a  banker  disagrees  with  an  agency  position  that  they 
can  go  to  the  ombudsman  and  have  the  impartial  hearer.  In  our 
case  while  the  cases  haven't  been  high  in  number,  the  ombudsman 
has  agreed  with  the  bankers  approximately  60  percent  of  the  time. 

Chairman  Bilbray.  Well,  thank  you,  gentlemen.  We  appreciate 
you  coming  and  everyone  that  participated  and  came  in  the  audi- 
ence. At  this  time  the  hearing  is  concluded.  We  thank  you  for  com- 
ing. 

[Whereupon,  at  11:47  a.m.,  the  subcommittee  was  adjourned, 
subject  to  the  call  of  the  chair.] 
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APPENDIX 


Opening  Statement  of  the 

Honorable  James  H.  Bilbray 

August  8,  1994 

Field  Hearing  in  Blue  Bell,  Pennsylvania 

"Small  business  credit  availability 
in  light  of  recent  small  business  reforms." 

Today,  the  Subcommittee  on  Procurement,  Taxation  and  Tourism,  of  the  Committee  on  Small 
Business,  has  traveled  to  Montgomery  County  Community  College,  in  Blue  Bell,  Pennsylvania, 
to  take  a  real  look  at  the  state  of  small  business.  At  the  invitation  of  Congresswoman  Marjorie 
Margolies-Mezvinsky,  we  will  be  receiving  testimony  today  on  the  reality  of  small  business 
capital  access. 

Last  year,  the  Committee  on  Small  Business  received  testimony  in  Washington  from  many  of 
the  federal  regulatory  and  monetary  agencies  represented  here  today  on  the  subjuect  of  easing 
access  to  capital  for  small  businesses.  In  the  subsequent  months,  it  has  been  a  White  House  and 
Small  Business  Administration  priority  to  ease  the  regulatory  burdens  that  had  continued  to 
diminish  small  business  loan  accessibility. 

This  Subcommittee  has  spent  the  better  part  of  the  last  year  developing  and  legislating  reform 
proposals  designed  to  streamline  and  simplify  small  business  access  to  government  contracts  and 
also  proposed  proposals  to  ease  the  tax  burdens  on  small  businesses.  However  all  this  effort  at 
reform  and  simplification  will  be  worthless  unless  small  businesses  have  access  to  the  lifeblood 
of  entrepreneurs:  Capital. 

Today,  we  come  to  a  district  that  appears  to  have  reached  a  measure  of  success  in  providing  this 
access.  According  to  the  Small  Business  Administration,  the  SBA  Central-Eastern 
Pennsylvania/Delaware  District,  which  includes  Montgomery  County  and  Congresswoman 
Margolies-Mezvinsky 's  district,  appears  to  be  currently  exceeding  national  averages.  Within  this 
district  461  small  business  loans  were  granted  in  Fiscal  Year  1993.  Of  those  loans,  60  were 
granted  in  Montgomery  County  alone.  The  45  counties  in  the  SBA  district  averaged  10  loans 
per  district  with  the  average  amount  being  $252,000.  Nationally,  the  SBA  average  is  8  loans 
per  county  with  25,014  loans  being  granted. 

It  is  our  expectation  that  the  witnesses  today  will  paint  for  us  the  reality  behind  the  numbers. 
As  I  stated  before,  the  reform  proposals  that  the  Congress  has  undertaken  will  be  worthless  if 
entrepreneurs  do  not  have  access  to  capital.  Clearly,  the  S&L  crisis  struck  fear  in  the  hearts  of 
our  banking  institutions  and  our  regulatory  agencies.  However,  has  the  flip-side  of  more 
stringent  regulation  been  less  access  for  small  businesses  to  capital?  Have  real  estate  appraisal 
requirements  and  the  manner  in  which  small  business  loans  are  reviewed  created  a  new  set  of 
burdens  on  small  businesses?  What  actions,  including  the  Lo-Doc  program,  has  the  SBA  taken 
to  ease  these  burdens  and  simplify  the  process? 

These  are  some  of  the  answers  that  the  Subcommittee  is  seeking  today.    Again,  I  thank  the 
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Congresswoman  for  her  invitation  and  we  look  forward  to  the  testimony  that  we  will  receive 
today.  I  would  also  request  that  because  of  the  limited  amount  of  time  we  have,  all  the 
witnesses  limit  their  oral  remarks  to  five  minutes  and  without  objection  I  will  ask  that  all  their 
written  statements  be  submitted  into  the  record. 
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STATEMENT  OF  DAVID  A  BOMGAARS 

DISTRICT  ADMINISTRATOR,  NORTHEASTERN  DISTRICT 

OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 

before  the 

SUBCOMMITTEE  ON  PROCUREMENT,  TAXATION  AND  TOURISM 

of  the 

COMMITTEE  ON  SMALL  BUSINESS 

of  the 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

AUGUST  8,  1994 


Mr.  Chairman  and  members  of  the  Subcommittee.  I  appreciate  this  opportunity  to 
discuss  the  policies  of  the  Office  cf  the  Comptroller  of  the  Currency  (OCC)  as  they  relate  to 
credit  availability  for  small-  and  medium-sized  businesses.   As  you  are  aware,  the  OCC  is  a 
bureau  of  the  Department  of  the  Treasury  and  is  responsible  for  the  supervision  of  nationally 
chartered  banks. 

Much  of  the  OCC's  recent  efforts  to  address  credit  availability  problems  have  focused 
on  the  implementation  of  a  two-part  program  to  improve  credit  flows  and  reduce  regulatory 
burdens  announced  by  President  Clinton  on  March  10,  1993.    On  that  date,  the  OCC,  the 
Federal  Deposit  Insurance  Corporation  (FDIC),  the  Federal  Reserve  Board  (FRB),  and  the 
Office  of  Thrift  Supervision  (OTS)  issued  an  interagency  policy  statement  providing  details  of 
the  President's  program.    As  my  testimony  will  describe,  the  program  includes  initiatives  in 
five  areas:  eliminating  impediments  to  loans  to  small-  and  medium-sized  businesses;  real 
estate  lending  and  appraisals;  handling  of  consumer  complaints  and  appeals  of  examination 
decisions;  examination  processes  and  procedures;  and  paperwork  and  regulatory  burden. 

The  OCC  is  committed  to  reducing  the  costs  of  financial  regulation  and  to 
encouraging  the  efficient  provision  of  banking  services,  while  maintaining  a  safe  and  sound 
banking  system.    Our  work  under  the  President's  program  is  part  of  the  OCC's  on-going 
efforts  to  ensure  that  paperwork  and  regulatory  burden  do  not  impede  bank  lending  to 
creditworthy  borrowers. 

I.    F.liminating  Impediments  to  Loans  to  Small-  and  Medium-Sired  Businesses 
A.  Reducing  Loan  Documentation 

One  of  the  most  frequently  cited  impediments  to  small  business  lending  is  the  amount 
of  documentation  that  examiners  expect  banks  to  collect  and  maintain  in  order  to  avoid 
criticism  and  possible  loan  charge-offs.    On  March  30,  1993,  the  agencies  issued  an 
interagency  policy  statement  to  eliminate  unnecessary  documentation  requirements  for  loans 
to  small-  and  medium-sized  businesses  and  farms.  Under  the  new  guidelines,  well-managed 
banks  and  thrifts  that  are  well-  or  adequately-capitalized  will  be  permitted  to  make  loans  to 
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small-  and  medium-sized  businesses  and  farms  with  only  minimal  documentation.    On 
August  12,  1993,  the  OCC  extended  the  policy  to  a  broader  group  of  banks. 

Eligible  banks  will  be  encouraged  to  make  these  loans  based  on  their  best  judgment  as 
to  the  creditworthiness  of  the  borrower.    Examiners  will  evaluate  the  loans  solely  on  the  basis 
of  performance,  and  the  loans  will  be  exempt  from  examiner  criticism  of  documentation. 
These  changes  should  reduce  the  cost  to  banks  of  making  small-and  medium-sized  business 
loans,  and  should  also  reduce  the  time  that  banks  need  to  respond  to  credit  applications.  Most 
importantly,  they  will  allow  banks  to  make  a  lending  decision  based  not  on  their  fear  of  how 
an  examiner  will  react  to  it,  but  rather  on  their  judgment  of,  and  experience  with,  the 
borrower. 

B.  Clarification  of  the  Loan  Classification  Definition 

Some  loans  are  flagged  for  increased  scrutiny  by  bank  managers  and  examiners 
because  they  have  potential  weaknesses  that  could  result  in  deterioration  in  repayment 
prospects  at  some  future  date.  The  term  used  is  a  "special  mention  asset"  (previously 
referred  to  as  "other  assets  especially  mentioned"  or  OAEM). 

The  agencies  issued  a  joint  statement  that  clarified  the  use  of  the  rating  category, 
"special  mention",  used  in  loan  classification  so  that  these  loans  are  not  improperly  grouped 
with  adversely  classified  loans.    The  agencies  have  adopted  a  uniform  definition  for  this 
category.    The  use  of  a  common  definition  will  lead  to  more  consistent  supervision  among 
the  four  agencies.    This  clarification  will  also  enable  examiners  to  more  readily  segregate 
special  mention  assets  from  those  warranting  adverse  classification.    The  agencies  have 
agreed  to  use  classified  assets,  which  by  definition  do  not  include  special  mention  assets,  as 
the  standard  measure  in  expressing  the  quality  of  a  bank  or  thrift  asset  portfolio.    The 
agencies  are  also  updating  their  examiner  handbooks  to  be  consistent  with  this  approach. 

C.  Reviewing  In-substance  Foreclosure  Rules 

In  the  past,  the  agencies'  rules  concerning  in-substance  foreclosures  (loans  secured  by 
collateral  whose  value  had  declined  below  the  outstanding  loan  principal)  to  be  reported  as 
"other  real  estate  owned"  (OREO)  and  carried  at  fair  market  value,  even  if  the  loans  were 
current  on  principal  and  interest  and  could  reasonably  be  expected  to  be  repaid  in  a  timely 
fashion. 

On  June  10,  1993,  the  agencies  issued  a  joint  statement  making  it  clear  that  banks  do 
not  need  to  report  such  loans  at  fair  value  unless  foreclosure  is  likely,  and  do  not  need  to 
report  them  as  OREO  until  they  actually  foreclose  on  the  property.    The  new  policy 
encourages  banks  to  work  with  borrowers  to  see  them  through  temporary  difficulties  by 
allowing  the  bank  to  carry  restructured  loans  on  their  balance  sheets  at  values  that  reflect 
their  actual  prospects  for  repayment. 
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D.  Avoiding  Liquidation  Values  on  Real  Estate  Loans 

One  impediment  to  making  credit  available  to  commercial  real  estate  borrowers  may 
have  been  overly  conservative  evaluation  of  real  estate  collateral.    Small  business  borrowers 
often  have  to  use  real  estate  as  collateral  for  obtaining  loans.    Overly  conservative  evaluations 
of  the  value  of  loan  collateral  can  cause  a  loan  to  be  denied  or  a  lending  relationship  to  be 
curtailed. 

The  agencies  issued  a  policy  statement  on  June  10,  1993  which  reaffirms  guidelines 
issued  in  November  1991  on  the  Review  and  Classification  of  Commercial  Real  Estate  Loans. 
That  statement  provides  clear  and  comprehensive  guidance  to  ensure  examiners  are  reviewing 
commercial  real  estate  loans  in  a  consistent,  prudent  and  balanced  manner. 

E.  Revise  the  Accounting  for  Partially  Charged-off  Loans 

Under  the  prior  practice,  delinquent  loans  that  had  been  partially  charged  off  could 
not  be  returned  to  performing  status  even  when  the  borrower  was  able  to  pay  the  remaining 
interest  and  principal  to  the  bank  in  a  timely  fashion.    This  reporting  requirement  also  applied 
in  situations  where  the  borrower  subsequently  demonstrated  a  renewed  ability  and  willingness 
to  service  the  remaining  debt. 

To  acknowledge  these  situations,  the  agencies  made  two  revisions  to  their  nonaccrual 
guidelines.    First,  all  agencies  will  allow  banks  and  thrifts  to  formally  restructure  troubled 
debt  in  a  manner  that  will  allow  a  portion  of  the  debt  to  be  an  accruing  asset.    Second, 
institutions  would  be  permitted  to  return  past  due  loans  to  accrual  status,  provided  the 
institution  expects  to  collect  all  contractual  principal  and  interest  due  and  the  borrower  has 
demonstrated  a  sustained  period  of  repayment  performance  in  accordance  with  the  contractual 
terms.    These  changes  will  remove  impediments  to  working  with  borrowers  who  are 
experiencing  temporary  difficulties;  maximize  the  recovery  of  these  loans;  and  improve  the 
disclosure  of  information  on  bank  assets. 


II.    Reducing  Appraisal  Burden  and  Improving  the  Climate  for  Real  Estate 
A.  Using  Real  Estate  Appraisals  Prudently 

Because  small  businesses  often  have  few  tangible  assets,  their  owners  frequently 
secure  loans  with  mortgages  on  their  places  of  business  or  their  homes,  even  though  the 
source  of  repayment  is  the  cash  flow  from  the  business.    The  revised  Real  Estate  Appraisal 
regulation  significantly  reduces  the  circumstances  under  which  small  business  loans  will 
require  a  costly  appraisal  --  with  no  reduction  in  bank  safety  and  soundness. 

The  changes  increased  from  $100,000  to  $250,000  the  threshold  loan  size  below 
which  appraisals  are  not  required;  expanded  existing  exemptions  to  the  appraisal 
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requirements;  and  identified  additional  circumstances,  particularly  for  small  business  lending, 
in  which  appraisals  are  not  required.    For  example,  business  loans  $1  million  and  under 
would  not  require  appraisals  when  real  estate  collateral  is  not  the  primary  source  of 
repayment.    The  rule  also  allows  renewals  and  refinancings  without  an  appraisal  as  long  as 
there  had  been  no  material  deterioration  in  market  conditions. 

The  Final  Rule  was  issued  the  first  week  in  June  1994.    We  are  in  the  process  of 
revising  our  Real  Estate  Appraisal  and  Evaluation  Guidelines  which  outlines  OCC's  policy 
concerning  evaluation  standards  to  reflect  changes  in  the  appraisal  requirements. 

B.  Changing  Rules  on  Financing  of  Other  Real  Estate  Owned 

"Other  real  estate  owned"  (OREO)  is  comprised  generally  of  real  estate  acquired  by  a 
national  bank  through  foreclosure  proceedings.   Most  purchasers  of  OREO  need  bank 
financing  for  their  purchase.    In  the  past,  the  regulations  governing  the  appraisal  and 
accounting  treatment  of  OREO  made  financing  sales  of  OREO  unattractive  for  national 
banks. 

The  OCC's  revised  regulation  issued  on  September  2.  1993,  does  three  things: 
expands  the  options  that  a  national  bank  may  use  to  dispose  of  OREO;  eliminates  the 
inconsistencies  in  the  current  OREO  appraisal  requirements;  and  removes  conflicting  OREO 
accounting  guidance  from  current  regulation.    OCC's  regulation  allows  national  banks  to  have 
greater  flexibility  in  attempting  to  dispose  of  such  property  by  providing  financing  to 
creditworthy  borrowers  who  wish  to  purchase  a  parcel  of  OREO  and  reduces  the  burden  on 
national  banks  by  significantly  simplifying  the  treatment  of  OREO.    Additionally,  the  new 
rule  allows  banks  to  apply  generally  accepted  accounting  practices  to  transactions  that  finance 
OREO  sales. 


III.    Enhancing  and  Streamlining  Appeals  and  Complaint  Processes 

A.  Appeals 

The  OCC  has  completed  a  revision  of  its  appeals  process,  which  allows  bankers  to 
appeal  decisions  made  by  bank  examiners.    The  program  established  an  Ombudsman,  who 
reports  solely  and  directly  to  the  Comptroller.   The  Ombudsman  has  the  ability  to  supersede 
agency  decisions  or  actions  during  the  resolution  of  an  appeal.   The  appeals  program  focuses 
on  resolving  disagreements  fairly  and  expeditiously,  with  due  process,  and  without  fear  of 
retribution.    The  OCC  Ombudsman  has  been  in  place  since  August  of  1993. 

B.  Complaints 

In  the  past,  some  borrowers  who  felt  they  were  unfairly  denied  credit  may  have  felt 
they  had  no  clear  avenue  for  seeking  redress  with  the  federal  banking  authorities.    Each 
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banking  agency  is  conducting  an  internal  review  of  its  procedures  for  handling  consumer 
complaints.    In  addition  to  enhancing  the  way  they  handle  complaints,  the  agencies  have  also 
agreed  to  implement  an  interagency  toll-free  hotline  to  handle  fair  housing  and  fair  lending 
complaints. 

The  OCC  receives  some  15,000  complaints  each  year  and  is  in  the  process  of 
implementing  refinements  to  its  consumer  complaint  system.  We  will  strengthen  our 
consumer  complaint  program  by  developing  a  customer  focus  in  handling  complaints  by 
establishing  an  internal  toll-free  number;  developing  uniform  complaint  handling  procedures; 
improving  our  consumer  complaint  information  tracking  system;  and  centralizing  the 
responsibility  for  the  complaint  function  in  one  office. 


IV.    Improving  Examination  Process  and  Procedures 

A.  Reducing  the  Burden  of  the  Examination  Process 

The  agencies  issued  guidelines  to  coordinate  their  examinations  in  order  to  minimize 
the  disruptions  and  burdens  associated  with  the  examination  process.  The  main  premise  of  the 
agreement  is  that  examinations  will  be  conducted  by  the  Federal  regulatory  agency  that  has 
primary  supervisory  authority.    The  agreement  includes:  coordinating  examinations  and 
inspections;  conducting  joint  interagency  examinations  or  inspections;  coordinating  and 
conducting  joint  meetings  with  bank  officials;  coordinating  information  requests;  and 
coordinating  enforcement  actions. 

The  OCC  and  the  FDIC  are  now  sharing  examination  schedules,  to  better  coordinate 
our  supervision  of  holding  companies  that  have  both  national  and  state-chartered  banks. 

B.  Core  Examination  Report 

On  October  1,  1993,  the  agencies  adopted  a  common  core  report  of  examination  for 
the  institutions  they  supervise.    The  change  will  improve  uniformity  in  examinations  and 
promote  consistency  in  the  supervision  of  financial  institutions.    The  OCC  implemented  the 
Core  Report  on  January  1,  1994. 

C.  Noncomplex  Community  Bank  Procedures 

In  an  effort  to  reduce  regulatory  burden  on  banks  and  improve  efficiency  and 
consistency  in  examinations,  the  OCC  will  implement  new  examination  procedures  for 
noncomplex  community  banks.    This  new  approach  will  standardize  our  examinations  of 
community  banks  that  we  determine  are  "noncomplex"  and  focus  our  examination  process  on 
the  results  of  their  operations  rather  than  the  methods  to  achieve  those  results.     We 
announced  the  program  in  June  1994  and  will  have  the  program  operational  by  October  1994. 
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D.  Refocusing  the  Fair  Lending  Examination  Process 

Fair  lending  initiatives  seek  to  ensure  that  access  to  credit  is  available  to  all  potential 
borrowers  on  a  nondiscriminatory  basis.  The  OCC  has  a  number  of  initiatives  in  progress 
including:  finalizing  our  draft  examination  procedures  for  examiners  to  use  in  identifying 
discrimination  in  home  mortgage  loans  by  national  banks;  implementing  a  pilot  fair  lending 
"tester"  program  to  determine  whether  potential  borrowers  are  treated  in  a  non-discriminatory 
manner  before  they  file  a  loan  application;  reviewing  the  use  of  statistical  models  to  integrate 
statistical  analysis  into  fair  lending  examinations;  and  revising  the  supervisory  enforcement 
policy  for  dealing  with  violations  of  the  Equal  Credit  Opportunity  and  Fair  Housing  Acts. 

On  May  27,  1993,  the  agencies  announced  initiatives  that  will  enhance  their  ability  to 
detect  lending  discrimination,  improve  the  level  of  education  they  provide  to  the  industry  and 
to  their  examiners,  and  strengthen  fair  lending  enforcement.    Additionally,  all  ten  federal 
agencies  involved  in  fair  lending  supervision  and  enforcement  established  an  Interagency 
Task  Force  on  Fair  Lending,  which  will  provide  a  formal  mechanism  for  coordinating  our 
fair  lending  efforts.    The  task  force  approved  an  Interagency  Policy  Statement  on 
Discrimination  Lending  as  one  of  its  first  acts. 

E.  CRA  Reform 

An  important  element  of  the  Administration's  Credit  Availability  program  is  ensuring 
that  credit  is  equally  available  to  all  segments  of  society.  On  December  21,  1993,  the 
banking  and  thrift  agencies  proposed  sweeping  revisions  to  the  Community  Reinvestment  Act 
(CRA),  which  requires  banks  to  help  meet  the  credit  and  other  banking  needs  of  all  parts  of 
the  communities  they  serve.  The  CRA  program  is  an  important  tool  in  making  credit  more 
available  to  small  businesses  and  other  borrowers  in  underserved  areas.  We  are  working  to 
complete  this  major  revision  by  year-end. 


V.    Continuing  Further  Efforts  and  Reducing  Burden 
A.  Regulation  Review 

The  Comptroller  has  placed  a  high  priority  on  reducing  regulatory  burden  arising 
from  ambiguous  and  confusing  language  in  our  regulations  and  interpretations.     OCC  began 
a  top-to-bottom  review  of  all  of  its  rules  and  regulations  with  two  goals  in  mind:  to  eliminate 
those  that  are  not  needed  to  protect  against  risks,  support  equal  access  to  banking  services  for 
all  customers,  or  to  accomplish  the  OCC's  other  statutory  responsibilities;  and  to  make  those 
rules  which  are  needed  both  concise  and  understandable.    This  will  be  a  long-term 
undertaking.  On  February  8,  1993,  we  published  our  first  proposed  revision   -  changes  to 
our  lending  limit  regulation. 
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Conclusion 

Banking  regulation  is  necessary  to  achieve  important  public  policy  goals,  which 
include  maintaining  the  safety  and  soundness  of  the  banking  system,  serving  the  credit  needs 
of  the  American  public,  and  protecting  the  interests  of  bank  customers.    Banking  regulation 
also  imposes  costs,  and  unnecessarily  burdensome  regulation  imposes  a  high  price  on  banks 
and  bank  customers.    The  President's  program  is  an  important  first  step  in  our  efforts  to 
strike  the  proper  balance  between  the  costs  and  public  policy  benefits  of  regulation.   The 
regulations  and  policy  statements  issued  recently  as  part  of  the  implementation  of  the 
President's  program  continue  those  efforts.    We  are  committed  to  eliminating  unnecessary 
regulatory  burden  on  national  banks  and  to  removing  unnecessary  regulatory  impediments  to 
sound  bank  lending,  while  maintaining  a  safe  and  sound  banking  system. 
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United  States  House  of  Representatives 

Committee  on  Small  Business 
Subcommittee  on  Procurement,  Taxation,  and  Tourism 

Field  Hearing:   8  August  1 994 
Blue  Bell,  Pennsylvania 


Remarks  of  Barbara  J.  Chance,  Ph.D. 
Representing  CHASE,  the  Chamber  Association  of  Small  Enterprises 
Greater  Philadelphia  Chamber  of  Commerce 
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CHAMBER  ASSOCIATION  OF  SMALL  ENTERPRISES 

Honorable  James  Bilbray.  Honorable  Marjorie  Margolies-Mezvinsky,  members  of  the 
Subcommittee,  other  guests: 

My  name  is  Barbara  Chance  and  I  am  the  owner  of  a  small  business  in  Philadelphia.  I  am  also 
the  Chairman  of  CHASE,  the  Chamber  Association  of  Small  Enterprises  -  the  over  5,200  small 
businesses  in  the  Delaware  Valley  who  belong  to  the  Greater  Philadelphia  Chamber  of 
Commerce.  I  am  pleased  to  be  here  to  represent  the  Chamber  and  small  business,  and  to  have 
the  opportunity  to  talk  with  you  about  small  business  financial  needs.  Before  I  prepared  my 
remarks.  I  spoke  with  numerous  CHASE  members  to  assure  that  my  comments  would  reflect  the 
views  of  our  organization. 

I  believe  that  the  issue  to  be  addressed  here,  and  in  regulatory  reforms,  is  really  access  to  loans 
-  not  access  to  capital.  Capital  in  the  normal  and  accounting  sense  of  the  word  is  equity 
investment  in  a  business.  What  small  businesses  need  in  order  to  start,  to  grow,  and  to  respond 
to  opportunities  such  as  those  provided  by  the  government  purchasing  system  is  money  to  allow 
them  to  hire  staff,  purchase  equipment,  upgrade  systems,  market,  meet  payroll,  and  pay  their 
bills.  Small  businesses  anticipate  that  they  will  obtain  this  money  through  bank  loans.  And  there 
the  difficulties  begin. 

There  are^ problems  I  would  like  to  emphasize  today: 

1.     Banks  are  still  as  restrictive  as  ever  in  their  lending  to  small  business. 

Why?  Because  there  is  no  incentive  for  them  to  do  differently    The  regulatory 
process,  documentation,  and  reporting  burdens  are  much  the  same  for  a  $25,000 
loan  as  for  a  $2.5  million  loan.  While  the  SBA  "low-doc"  program  offers  faster  turn 
around  on  those  loans  guaranteed  by  the  SBA,  that  program  does  not  improve  the 
bank  process.  The  fear  of  regulatory  agencies,  reviews  of  portfolios,  and  aversion  to 
risk  have  meant  that  bank  reactions  to  small  business  loan  needs  have  remained 
much  the  same 
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A  recent  trend  in  the  Philadelphia  area  is  that  mortgage  banking  companies  are 
making  small  mortgages  for  businesses  because  few  banks  are  doing  that  kind  of 
lending  for  major  items  to  be  capitalized  in  small  businesses.  The  smaller  "boutique" 
banks  that  often  respond  to  small  business  have  few  locations  and  often  an 
insufficient  network  to  locate  businesses  in  need  of  loans.   Many  other  small  banks 
have  disappeared  and  thus  no  longer  lend  in  their  communities.  The  new  laws 
affecting  interstate  banking  may  increase  competition  for  loans  and  thus  help  small 
businesses  in  the  longer  run,  but  that  is  small  consolation  in  the  present. 

Business  Week  reported  in  its  July  18th  issue  that  "banks  are  falling  all  over 
themselves  to  lend  again".  But  all  of  the  examples  given  were  in  the  millions  of 
dollars  and  up    These  are  not  small  business  loans 

2.  The  evaluation  of  collateral  for  loans  needs  to  be  improved  and  broadened. 

Banks  typically  consider  collateral  for  a  business  loan  to  be  hard  assets  --  real  estate 
and  equipment  —  usually  discounted  in  value.  However,  in  the  current  service 
oriented  economy,  the  majority  of  small  businesses  seeking  loans  do  not  have  those 
assets  to  pledge  as  collateral.  Thus  banks  require  personal  guarantees  and 
unreasonable  use  of  personal  assets  as  collateral,  turning  business  loans  into 
personal  loans  --  if  a  loan  is  forthcoming  at  all.  There  is  minimal  willingness  to  lend 
against  cash  flow  or  against  contracts  in  hand.  As  banks  review  risk,  there  is  little 
reason  to  step  outside  old  lines.  They  are  given  no  credit  for  lending  to  small 
businesses  and  assuming  some  risks  in  doing  that. 

3.  The  results  of  programs  that  attempt  to  improve  lending  to  small  businesses  should 
be  tracked  and  used  to  inform  future  actions  and  programs. 

The  SBA  "low-doc"  program,  micro-loan  programs  (either  those  started  locally  or 
SBA's),  and  innovative  bank  programs  should  be  documented  and  tracked  so  that  the 
results  can  be  fully  appreciated.   It  is  my  understanding  that  this  type  of  tracking  is  not 
taking  place,  for  instance,  with  SBA's  "low-doc"  program.  A  recent  study  by  an 
international  accounting  firm  tracked  328  fast-growing  small  to  mid-size  businesses, 
looking  at  their  performance  and  its  relationship  to  sources  of  start-up  money  [1], 
Seventy-three  percent  (73%)  of  these  companies  were  funded  by  the  owners  and 
their  families.  Only  8%  were  funded  by  banks.  Yet  the  businesses  funded  by  banks 
became  the  strongest  growth  companies,  with  revenues  76%  higher  than  average 
although  their  start-up  funds  were  not  significantly  larger  than  those  provided  by 
owners.  What  was  it  about  being  funded  by  a  bank  that  affected  growth''  A  better 
business  plan?  Less  strain  on  personal  finances?  What  could  be  learned  from  this 
study  to  improve  small  business  lending? 

4      Because  many  small  business  loans  are  really  transacted  as  personal  loans,  attention 
needs  to  be  paid  to  assisting  small  business  owners  or  entrepreneurs  with  personal 
finance. 

If  collateral  is  going  to  continue  to  be  evaluated  narrowly,  then  small  business  owners 
must  be  able  to  demonstrate  adequate  personal  finances  and  good  personal  credit  in 
order  to  obtain  loans.   Philadelphia's  micro-loan  program  at  PCDC  (Philadelphia 
Commercial  Development  Corporation)  has  found  that  this  is  often  not  the  case.  A 
personal  "business  plan"  is  often  as  critical  as  a  typical  business  plan  when  it  comes 
to  qualifying  for  a  loan,  and  programs  or  loan  officers  often  do  not  address  this  issue 
at  all  or  until  it  is  impossible  for  a  business  owner  to  obtain  a  loan. 
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In  summary,  those  members  of  CHASE  with  whom  I  talked  were  unanimous  in  their  belief  that  it  is 
as  difficult  as  ever  for  small  businesses  to  obtain  loans  (working  capital  or  long-term  mortgages) 
to  stabilize,  grow,  or  respond  to  opportunities    While  there  are  some  hopes  of  improvement,  they 
are  a  long  way  from  turning  into  realities  of  assistance  for  small  business  owners 

I  thank  you  for  the  opportunity  to  share  these  views,  and  CHASE  applauds  any  efforts  this 
Subcommittee  or  the  Committee  on  Small  Business  can  make  to  increase  the  availability  of  loans 
to  small  businesses. 


[1]  Quoted  in  Inc  Magazine,  August  1994 
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■  CNJAMIN    FOX    PAVILION 
JCNKINTOWN.    PA    l>04t 

■  31  si  ee<  jooo 


August  4,  1994 


Re:   field  Hearing  -  August  8,  1994 


My  name  is  Barbara  Ann  Gross,  I  am  a  Certified  Puhlic  Accountant, 
the  sole  proprietor  of  an  accounting  practice  which  provides  services  to 
small  business. 

As  requested,  my  testimony  is  specific  to  two  issues: 

1)   Whether  there  has  been  any  change  in  the  regulatory 
process  in  the  past  year  which  would  benefit  small 
business 

and  2)  What  else  could  be  done  to  ease  the  regulatory 
burden. 

With  reference  to  changes  in  the  past  year,  the  only  change  I  am 
aware  of  is  a  regulation  which  permits  banks  to  assign  15%  of  their  commer- 
cial loan  portfolio  to  a  specific  classification  which  requires  less  docu- 
mentation and  is  considered  to  be  of  higher  risk.   I  know  of  this  only 
through  conversations  with  banks,  not  experience. 

Regarding  changes  which  could  ease  the  regulatory  burden,  I  can 
best  answer  by  outlining  the  obstacles  a  small  business  has  to  hurdle  to 
obtain  a  loan  -  I  will  leave  it  to  the  banking  panel  to  define  which  are 
caused  by  regulation  and  which  by  administrative  or  tort  concerns. 

Initial  Contact 

a)  My  experience  has  indicated  that  when  the  initial 
contact  (solicitation)  is  made  by  the  bank  rather 
than  the  borrower,  there  is  a  greater  probability 
of  obtaining  a  loan. 

b)  Even  when  the  contact  is  initiated  by  the  bank, 
the  borrowers  quickly  find  themselves  in  a  de- 
fensive position  having  to  substantiate  their 
loan  requirements  and  ability  to  repay. 


53 


Loan  Process 

a)  Financial  Projection  -  che  borrowers  are  fre- 
quently required  to  have  an  accountant  prepare 
forecasted  financial  statements  to  project  the 
benefits  and  increased  costs  related  to  the  loan. 

b)  Committment  Letter  -  the  bank,  submits  a  committ- 
ment letter  which  often  has  many  surprises  for  the 
borrowers  -  i.e.,  increase  in  interest  rates  if 
borrowers  default;  "customary  yield  protection 
provisions",  facility  fees,  fees  charged  for  unused 
portion  of  the  credit  facility,  reimbursement  of  the 
"out-of-pocket"  expenses  of  the  bank  which  include 
the  bank's  legal  fees,  as  well  as  audit  and  appraisal 
fees,  key-man  life  insurance,  etc.   1  recently  esti- 
mated the  additional  cost  to  be  $24,000.00  per  year 
for  one  of  my  clients  to  obtain  a  credit  facility  of 
$1,500,000.00. 

c)  Final  Documents  -  final  documents  for  a  loan  recently 
completed  by  my  husband  and  I  were  comprised  of  the 
following  items  totalling  110  pages: 

Revolving  line  of  credit 

Open  end  mortgage 

Mortgage 

Assignment  of  life  insurance 

Intercreditor  agreement 

Subordination  agreement 

Corporate  borrowing  resolution 

Assignment  of  collateral  agreement 

Pledge  agreement 

Surety  agreement 

Security  agreement 

Master  security  agreement 

In  addition  to  all  of  the  above,  the  borrowers  have  to  sign  docu- 
ments that  they  have  had  an  attorney  review  these  papers,  which,  if  complied 
with,  adds  even  more  co6t  to  obtaining  a  loan. 
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I  understand  that  Che  Small  Business  Administration  has  recently 
changed  its  documentation  requirements  to  a  9horter  format  -  for  loans 
under  $50,000.00.   It  is  my  experience  that  most  small  businesses  need 
credit  lines  (working  capital  loans)  to  fund  inventory  and  accounts  re- 
ceivable.  Fixed  term  full  payout  loans  do  not  satisfy  the  borrowing  re- 
quirements of  these  businesses.   If  the  business  grows,  as  we  all  hope  it 
will,  the  loan  demand  increases  and  this  whole  tedious  loan  procedure  has 
to  be  repeated. 

I  certainly  would  support  less  regulation,  les6  documentation, 
tort  reform  and/or  any  other  changes  which  will  ease  the  financial  burden 
for  small  business. 


55 

Wayne  Huey 

Field  Hearing 

Small  Business  Subcommittee 

Montgomery  County  Community  College 

Augusta,  1994 

TOPIC:  Regulatory  Burden  and  Other  Issue*  Facing  Banks  and  Small  Businesses. 

(Acknowledgements)  Congresswoman  Margolies-Mezvinsky,  Congressman  Billbright,  committee  members, 
fellow  presenters  and  audience  members. 

My  name  is  Wayne  R.  Huey,  Jr.,  and  I  am  executive  vice  president  for 
corporate  market  administration  with  Meridian  Bancorp,  Inc.  In  this  position  I 
manage  the  commercial  portfolio. 

My  company,  Meridian,  is  a  bank  and  financial  services  holding  company 
headquartered  in  Reading,  Pennsylvania.  Meridian's  primary  banking  market 
encompasses  eastern  Pennsylvania,  Delaware  and  Southern  New  Jersey. 

We  are  among  the  fifty  largest  bank  holding  companies  in  the  nation,  and 
we  are  currently  the  fourth-largest  bank  holding  company  in  Pennsylvania. 
Meridian  has  approximately  $15  billion  in  assets  and  $12  billion  in  deposits. 

I  think  Meridian  has  its  finger  on  the  pulse  of  small  businesses  in  our 
banking  markets.  In  fact,  Meridian  Bank  -  our  lead  bank  -  has  been  the  number 
one  lender  for  the  Small  Business  Administration  in  the  mid-Atlantic  region  for  the 
last  eight  years  in  a  row. 
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At  Meridian,  we  define  "small  business"  as  those  with  sales  of  under  $5 
million. 

Bankers  are  trying  harder  today  than  at  any  time  in  the  past  three  or  four 
years  to  find  attractive  lending  opportunities.  The  competition  for  high  quality 
credits  is  intense,  and  there  is  plenty  of  financing  capacity. 

Indeed,  most  banks  today  are  re-discovering  the  small  business  lending 
market.  At  Meridian,  through  the  decades,  we've  never  left  it.  We've  always 
supported  individuals  and  businesses  big  on  dreams  and  initiative  but  sometimes 
short  on  capital. 

We've  supported  them,  and  we've  prospered  as  they've  prospered.  It's  been 
good  business  for  us.  Our  loan  portfolio  for  our  business  banking  customers, 
those  with  annual  sales  between  $1  million  and  $5  million,  has  grown  by  63 
percent  since  1990.  And,  this  growth  has  come  at  a  time  when  we  all  were 
supposedly  mired  in  a  "credit  crunch." 

I  won't  debate  whether  we  are,  were  or  will  be  in  a  "credit  crunch."  That's 
the  subject  of  another  forum.  I  will  say,  though,  that  banking  in  the  '90s  is 
different  from  banking  in  the  '80s. 


57 

Since  the  mid-'80s  we've  had  to  deal  with  many  onerous,  and  we  believe, 
oftentimes  unnecessary,  regulations.  On  the  commercial  lending  side  these 
include,  but  certainly  are  not  limited  to,  FDICIA,  FIREA  and  RESPA. 

We  appreciate  this  opportunity  to  present  our  views  on  the  impact  the 
regulatory  burden  has  on  banks,  and  -  by  extension  -  our  business  customers. 

Generally  speaking,  the  news  is  good.  I  must  emphasize  the  "generally"  in 
that  statement.  We  are  encouraged  by  some  recent  developments  that  seem  to 
indicate  that  Congress  and  our  regulators  recognize  the  fact  that  some  of  the 
regulations  -  no  matter  how  well  intentioned  -  are  simply  too  expensive, 
unrealistic  and  in  the  end,  counterproductive.  In  many  cases,  bankers  -  and  small 
business  owners  -  have  had  to  ask  themselves,  "Is  the  price  we're  paying  to 
comply  with  the  regulations  worth  the  benefit  gained  by  either  the  bank,  the 
business,  or  the  community  at  large?"  In  many  cases,  the  answer  has  been  "no." 

Lending  is  an  art,  not  a  science.  Every  loan  is  different.  Every  potential 
borrower  must  withstand  the  bank's  evaluation  of  that  individual's  character, 
creditworthiness  and  capability  of  repaying  the  debt. 
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This  ability  of  banks  to  make  loan  decisions  based  on  their  knowledge  of 
their  borrowers  and  their  borrowers'  "character"  had  been  threatened  in  recent 
years  by  regulations  that  didn't  acknowledge  the  value  of  such  familiarity  with  our 
borrowers. 

Last  year,  however,  President  Clinton  took  steps  to  restore  character 
lending  to  banking.  The  President  said  that  bankers  "will  be  encouraged  to  use 
their  judgment  to  determine  whether  a  borrower  is  credit  worthy."  President 
Clinton  noted  that  if  bankers  "make  sensible  loans,  the  government  should  not 
come  down  on  you...  we  want  bankers  to  get  back  into  the  business  of  lending 
money  and  we're  going  to  work  with  them  to  make  it  happen."  The  President 
noted  that  "even  if  a  banker  could  personally  vouch  that  an  applicant  was  a 
person  of  good  character  and  had  an  unblemished  credit  record  and  a  good 
business  track  record,  the  loan  might  still  be  turned  down  because  the  banker  felt 
that  his  hands  were  tied  by  tight  restrictions." 

In  effect,  the  President  was  saying  that  overly  tight  restrictions  eliminate 
character  lending,  which  is  directly  contrary  to  his  desire  to  increase  lending  and 
stimulate  the  economy. 
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And  it  appears  he's  been  heard.  For  example,  just  last  month  the  SBA 
unveiled  Its  new  LowDoc  program  in  our  region.  The  LowDoc  program  is  the 
SBA's  answer  to  criticism  that  its  loan  application  process  for  smaller  loans  was 
needlessly  cumbersome  for  both  borrowers  and  lenders.  In  response  to  that 
criticism,  LowDoc  streamlines  the  loan  application  process  for  guaranteed  loans 
under  $100,000.  Indeed,  the  loan  application  form  fits  on  two  sides  of  a  single 
page.  Perhaps  more  important  is  the  fact  that  the  LowDoc  approval  pr 
focuses  on  character,  credit  and  business  experience.  It  relies  heavily  on  a  lender's 
experience  and  judgment  of  a  borrower's  credit  history  and  character.  The 
primary  considerations  are  the  borrower's  willingness  and  ability  to  repay  debts, 
as  shown  by  his  or  her  personal  and  business  credit  history,  and  by  past  or 
projected  business  cash  flow.  We  think  it's  a  giant  step  in  the  right  direction, 
which  is  serving  our  small  business  customers,  and  we  look  forward  to  writing 
many  loans  under  the  LowDoc  program. 

Other  regulators  have  responded  to  today's  realities  by  modifying 

appraisal  policies,  i.e.,  increasing  the  requirement  for  an  appraisal  on  real 

estate  loans  from  $100,000  to  $250,000. 
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And  the  pending  interstate  branching  bill  contains  regulatory  relief  and 
small  business  capital  formation  sections  that  eliminate  or  modify  many  regulatory 
requirements  under  existing  law.  It  also  directs  further  study  in  other  areas  with  a 
view  towards  obtaining  additional  regulatory  relief.  Both  large  and  small  banks, 
and  in  some  cases,  small  businesses,  will  benefit  from  many  of  the  bill's 
provisions. 

The  bill  culminates  a  two-year  effort  on  the  part  of  the  American  Bankers 
Association,  the  state  bankers  associations  and  the  banking  industry  to  obtain 
legislative  relief  from  some  of  the  ever-increasing  regulatory  burdens  of  bank 
regulation.  The  bill  will  also  contain  provisions  aimed  at  increasing  the 
availability  of  credit  to  small  businesses  by  eliminating  certain  regulatory  and  legal 
impediments  that  currently  are  inhibiting  private  efforts  to  securitize  and  sell 
small  business  loans  into  the  secondary  market. 

The  interstate  branching  bill  will  also  require  regulators  to  streamline  the 
home  mortgage,  small  business  and  consumer  credit  processes.  We  support  these 
developments  and  look  forward  to  commenting  on  them  in  the  future. 
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Today,  however,  we're  still  grappling  with  several  other  regulations  that  - 
while  having  good  intentions  -  may  not  achieve  the  desired  effect. 

I'm  referring,  of  course,  to  the  Community  Reinvestment  Act,  or  CRA,  and 
Fair  Lending. 

Within  the  banking  industry  no  issue  receives  more  concern  and  attention 
that  the  regulatory  requirements  of  CRA.  In  fact,  in  March  of  this  year,  Meridian 
commented  on  a  revised  regulatory  approach  to  community  reinvestment 
activities.  In  those  comments  we  stated  that  CRA  has  at  its  roots  a  reaffirmation 
of  the  desire  of  our  nation's  banks  to  serve  the  needs  of  their  diverse  customer 
base.  If  our  industry  is  to  remain  viable,  we  must  continue  to  respond  to  the 
financial  service  needs  of  the  customers  within  the  communities  we  serve. 

Frankly,  anyone  who  is  unwilling  to  tailor  and  continuously  revamp  their 
services  to  the  needs  of  all  consumers  and  business  customers  is  destined  to  fail. 
So  I  think  it's  fair  to  say  that  bankers  are  not  at  odds  with  CRA.  Rather,  they 
object  to  the  manner  in  which  it  is  implemented. 
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For  example,  the  proposed  regulations  we  commented  on  in  March  call  for 
data  collection  and  reporting  requirements  that  are  simply  overwhelming  when 
viewed  from  a  human  resource  and  direct  cost  perspective.  Further,  they  are 
contrary  to  the  Congressional  intent  of  CRA  and  appear  to  be  designed  to 
implement  fair  lending  laws,  rather  than  the  Community  Reinvestment  Act. 

Particularly  troublesome  are  the  requirements  for  collecting  data  on 
business  loans.  Yet,  for  all  the  difficulty  of  collection,  the  information  supposedly 
would  not  be  used  to  assess  compliance  under  the  proposal.  For  instance,  how  do 
you  define  when  a  business  loan  has  been  declined?  The  process  of  declining  or 
booking  a  commercial  loan  varies  dramatically  for  each  lending  opportunity.  If 
someone  approaches  a  lender  with  no  business  plan  and/or  no  experience,  they 
may  be  counseled  as  to  the  proper  way  to  proceed.  If  that  transaction  is  reported 
as  a  "decline,"  it  may  contradict  a  process  that  is  intended  to  enhance  access  to 
funds. 

At  the  other  extreme  in  a  competitive  situation,  a  customer  may  decline  our 
offer  to  provide  financing  and  accept  an  offer  from  another  lender.  Therefore, 
the  intent  to  lend  is  lost  in  reporting. 
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decline  defies  simple  definition. 

Also,  the  definition  of  a  "small  business,"  as  outlined  in  the  proposal,  does 
not  provide  a  meaningful  approach.  The  vast  majority  -  approximately  82 
percent  -  of  our  business  loan  customers  have  annual  sales  of  $5  million  or  less. 
When  you  look  at  our  business  portfolio  from  the  perspective  of  companies  with 
sales  of  $10  million  or  less  and  with  less  than  500  employees,  virtually  all  of  our 
customers  fall  within  the  current  reporting  requirements.  Clearly,  the  $10  million 
sales  level  and  other  proposed  criteria  are  not  relevant  to  the  typical  bank. 
Perhaps,  similar  to  call  reports,  business  loan  data  should  be  collected  based  on 
loan  size,  not  on  sales  volume  or  number  of  employees.  Otherwise,  cost  and 
complexity  vastly  outweigh  any  useful  purpose. 

These  and  other  regulatory  aspects  of  consumer  lending  are  working  their 
way  into  the  commercial  side.  If  banks  are  to  continue  serving  their  business 
customers  -  both  small  and  large  -  we've  got  to  keep  an  eye  on  this  "regulatory 
creep"  to  make  sure  it  doesn't  result  in  additional  burdens  on  banks  in  their 
efforts  to  lend  to  and  support  businesses. 
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But  we  are  seeing  some  progress,  and  we  look  forward  to  more  in  the  near 
future,  particularly  in  the  areas  of  fair  lending  and  community  reinvestment. 

We  are  pleased  with  some  of  the  changes  on  the  hori/on,  and  grateful  that 
our  collective  voices  have  been  heard.  Over  the  past  few  years  the  banks,  trade 
organizations  and  others  have  worked  tirelessly  to  affect  changes,  and  it  appears 
that  our  labors  are  starting  to  bear  fruit. 

But  it's  important  for  me  to  point  out  that  -  while  banks  ha 
of  regulations  to  deal  with  in  their  attempts  to  serve  the  small  business  market  - 
we  can't  lose  sight  of  the  fact  that  credit  and  financing  are  just  one  aspect  of 
running  a  business  and  trying  to  make  it  grow,  indeed,  in  a  survey  of  small 
businesses  published  last  summer  by  the  National  Federation  of  Independent 
Business  Foundation,  obtaining  financing  was  just  one  of  many  concerns 
expressed  by  the  respondents.  And  it  was  by  no  means  their  primary  concern. 

Indeed,  in  a  list  of  75  key  problems  facing  small  businesses  today,  obtaining  long* 
term  business  loans  (those  of  five  years  or  longer)  ranked  number  46. 
Obtaining  short  term  business  loans  (those  less  than  12  months  or  revolving) 
ranked  number  53  on  the  list  of  75  problem  areas. 
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Ranking  far  ahead  of  concerns  with  financing  were  concerns  over  such 
things  as  the  cost  of  health  insurance,  federal  taxes  on  business  income,  workers' 
compensation  costs,  cost  and  availability  of  liability  insurance,  Social  Security 
taxes,  unreasonable  government  regulations,  frequent  changes  in  federal  tax  laws, 
federal  paperwork,  state  paperwork,  and  environmental  regulation. 

So  it's  clear  that  the  government  has  a  great  influence  not  only  on  the 
banks,  but  also  on  the  small  businesses  the  banks  are  trying  to  serve.  In  many 
cases  the  small  businesses  see  this  government  influence  as  a  problem,  and  it's  a 
problem  that  must  be  addressed  if  small  businesses  are  going  to  have  any  chance 
of  surviving. 

just  as  we  need  to  ensure  that  governmental  and  regulatory  influence  on 
banks  doesn't  prevent  them  from  serving  the  small  business  customers,  we  need  to 
ensure  that  governmental  and  regulatory  influence  on  our  nation's  small 
businesses  doesn't  prevent  them  from  thriving  and  growing. 

Let's  not  make  it  more  difficult  than  it  already  is  for  banks  to  serve  their 
small  business  customers.  And  let's  not  make  it  more  difficult  than  it  already  is 
for  those  small  business  customers  to  survive. 
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After  all,  if  a  business  can't  succeed,  it  can't  contribute  to  the  economic 
growth  and  development  that's  so  vital  to  the  future  of  our  country. 

Thank  you  for  giving  me  the  opportunity  to  present  Meridian  Bancorp's 
perspective  on  this  important  matter. 

#  #  # 
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Good  morning.  Thank  you  for  the  opportunity  to  give  testimony  today  on  the 
subject  of  the  small  business  sector's  access  to  capital  markets.  This  is  a  matter 
which  deserves  the  close  and  continuing  attention  of  policymakers,  government 
officials  and  community  leaders,  irrespective  of  geography. 

To  avoid  repeating  the  comments  of  your  other  speakers,  my  remarks  will  derive 
from  our  perspective  as  the  Community  Affairs  Officer  at  the  Federal  Reserve  Bank 
of  Philadelphia.  In  that  role  I  am  responsible  for  providing  to  the  public  and  to  lending 
institutions  information  about  legitimate  credit  needs,  and  appropriate  responses, 
affecting  community  reinvestment,  housing,  economic  development  and  small 
business  in  our  three-state  District.  Each  Federal  Reserve  Bank  has  an  officer  and  a 
small  staff  engaged  in  this  function.  It  is  essentially  an  information-brokering  and 
advocacy  role  with  lenders  endorsing  their  legal  and  moral  responsibilities  as  good 
corporate  citizens  and  identifying  for  them  the  related  service  opportunities, 
particularly  at  the  lower  end  of  the  economic  ladder. 

The  Community  Affairs  Officer  position  was  established  at  the  Reserve  Banks 
in  1981  as  a  direct  outgrowth  of  the  Community  Reinvestment  Act.  Wording  in  that 
legislation  encourages  financial  institutions  and  their  regulators  to  work  cooperatively 
to  achieve  the  goals  of  community  renewal  and  equal  access  to  credit.  The  degree 
of  compliance  with  this  law  by  lenders  is  something  that  is  formally  evaluated  by  bank 
examiners.  While  much  of  my  background  is  in  that  discipline  I  must  emphasize  that 
my  interaction  with  the  banks  now  is  from  an  educational  and  an  encouragement 
standpoint  rather  than  from  an  examination  approach. 
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The  Federal  Reserve  System  has  the  longest  continuing  record  and  role  in 
community  affairs  of  any  of  the  regulatory  agencies.  It  is  the  experience  of  my 
organization  that  our  representatives  play  an  important  role  in  supporting  the 
attainment  of  helpful  economic,  social  and  financial  goals  for  our  country.  Community 
Affairs  staff  work  to  support  the  equable  flow  of  money  and  credit  through  society 
by  insuring  that  information  on  area  needs,  on  effective  lending  strategies  and  on 
innovative  financial  programs  is  made  available  to  lenders,  to  appropriate  agencies  of 
government  and  to  community  organizations. 

We  have  a  particular  interest  in  seeing  cross-sector  partnerships  emerge  to 
address  the  most  durable  needs  of  distressed  communities.  We  also  wish  to  see 
lenders  utilizing  government  supports  and  guarantees  wherever  possible  in  order  to 
minimize  credit  risk  problems.  Consequently,  our  people  spend  a  good  bit  of  their  time 
exploring  these  possibilities  and  in  assisting  banks  to  respond  in  a  positive  manner. 
The  good  news  is  that  progress  is  occurring  here  and  that  the  field  of  community 
development  finance  has  re-emerged  as  an  important  profession  in  the  banking 
industry.  Obviously,  however,  the  mission  is  one  more  lately  begun,  or  valued,  than 
one  that  is  near  completion.    In  reality  it  is  a  continuing  activity  and  challenge. 

From  thirteen  years  experience  in  managing  our  Bank's  community  affairs 
program  I  am  eyewitness  to  the  central  role  information  plays  in  illuminating  credit 
needs  and  their  possible  responses.  Lenders  need  to  know  about  both  aspects. 
Borrowers  also  need  to  know  about  remedies  that  can  be  tapped  in  the  public  and 
private  sectors.  And  government  agencies  need  to  be  aware  of  whether  their  services 
are  being  bypassed  because  of  possible  flaws  in  product  design,  marketing  or  the 
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service  performance  of  staff.  In  practice,  information  of  this  sort  may  not  be  readily 
available  to  the  parties  that  need  it.  From  our  vantage  point  in  the  intersection, 
however,  we  are  in  a  unique  position  to  be  helpful  to  all  the  stakeholders  by  narrowing 
the  information  voids  and  opening  the  door  to  the  opportunities. 

To  illustrate  our  Bank's  various  involvements,  as  well  as  some  of  the  distinctive 
responses  that  we  have  seen  by  local  lenders  to  small  business  needs,  I  have 
previously  submitted  to  Subcommittee  staff  a  body  of  explanatory  materials. 

In  conclusion,  while  I  am  not  unmindful  of  the  difficulties  in  the  field,  I  am 
heartened  by  the  belief  that  the  financing  needs  of  the  small  business  sector  are 
increasingly  being  recognized  by  the  wisest  banks  as  central  to  our  country's  hopes 
for  achieving  progress  in  community  revitalization,  employment  and  equal  credit 
opportunity.  With  concerted  support  from  lenders  joining  the  leadership  of  elected 
officials,  the  passion  of  community  groups  and  the  commitment  of  small  business 
representatives,  we  can  insure  that  the  message  America  always  sends  to  its  citizens 
recognizes  that  economic  opportunity  not  just  accompanies  but  defines  our  political 
freedom. 

Thank  you. 
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Mr.  Chairman,  distinguished  members  of  your  subcommittee,  Congresswoman 
Margolies-Mezvinsky,  staff  members,  others  invited  to  testify,  and  guests 
from  the  small  business  community: 

Good  morning.  I  am  Susan  Myrtetus  McCann,  Regional  Administrator  of  the 
U.S.  Small  Business  Administration's  Mid-Atlantic  Region.  It's  a  pleasure  for 
me  to  be  here  today.  This  is  the  second  time  this  summer  that  someone  from 
my  office  has  been  invited  to  participate  with  Chairman  Bllbray  to  discuss 
small  business  issues.  My  deputy,  Mike  Wilkin  participated  in  July  on  a  cable 
TV  program  called  "Capital  Exchange"  hosted  by  another  member  of  your 
subcommittee,  Congressman  Ron  Klink  from  Western  Pennsylvania.  Mike 
enjoyed  the  experience  and  we  thank  you  and  Congressman  Klink  for  the 
opportunity  for  the  executive  and  legislative  branches  of  government  to  work 
together  to  bring  SBA  programs  to  the  attention  of  the  small  business 
community. 
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I  also  want  to  comment  on  the  fine  working  relationship  my  offloe  has 
developed  with  Congresswoman  Margolies-Mezvlnsky  and  her  staff.  She  has 
been  a  strong  champion  of  the  small  businesses  In  her  district,  and  we  have 
worked  together  to  solve  constituent  problems.  Congreaswoman  Margolies- 
Mezvinsky  has  also  hosted  a  forum  for  SBA  Administrator  Erskine  Bowles  on 
health  care  reform,  was  instrumental  in  obtaining  a  special  grant  for  the  Ben 
Franklin  Technology  Center  to  enhance  promotion  of  SBA's  Small  Business 
Innovation  and  Research  program,  and  recently  hosted  an  export  seminar  for 
small  firms  in  her  district. 

Mr.  Chairman,  we  are  very  much  Interested  in  giving  your  subcommittee  our 
first-hand  insight  into  capital  accessibility,  any  obstructions  that  may  be 
limiting  small  businesses  access  to  oapital,  and  Just  what  the  SBA  has  been 
doing  about  overcoming  some  of  those  obstacles. 

When  SBA  Administrator  Erskine  Bowles  accepted  his  appointment  to  head 
the  agency  in  1993,  President  Clinton  gave  him  four  goals: 

1 .  We  must  do  our  part  to  end  the  "credit  crunch."  We  must  find 
ways  to  free  up  capital  for  investment  in  small  business  which  is 
starved  for  capital... they  cannot  grow  and  create  jobs  without  it. 
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2.  We  must  lead  the  charge  to  get  rid  of  unnecessary  paperwork 
and  bureaucratic  regulations  that  Inhibit  the  growth  and 
productivity  of  small  business.  Government  regulations  have  a 
disproportionately  adverse  effect  on  smail  business. 

3.  We  must  restructure,  reorganize  and  refocus  the  SBA  so  that  It 
operates  In  a  more  efficient,  effective  manner  so  that  we  can 
truly  serve  our  customers--the  men  and  women  who  own  and 
operate  small  businesses  throughout  the  Nation,  plus  those  who 
went  to  become  entrepreneurs. 

4.  We  must  serve  as  the  President's  "eyes  and  ears"  In  the  small 
business  oommunlty. 

Let  me  tell  you  that  we  are  aggressively  implementing  goal  number  three,  re- 
Inventing  the  SBA's  field  office  structure.  We  have  moved  our  people,  our 
assets-former  Washington  headquarters  end  regional  office  professionals-into 
the  Philadelphia  District  Office  which  serves  Eastern  Pennsylvania  where  our 
customers  are.  The  SBA  staff  are  aggressively  marketing  our  programs  and 
the  new,  "user-friendly"  8BA  attitude  to  banks  that  traditionally  have  not  done 
business  with  us  and  signing  them  up  as  participating  lenders  In  SBA's 
guaranty  loan  program. 
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SBA  REGION  III 

This  Is  having  a  very  positive  effect  on  Increasing  oapital  to  small  businesses. 
More  banks  are  now  making  more  loans  to  more  small  businesses  than  ever 
before,  and  we  expect  a  record  year  for  loans  approved  by  the  Philadelphia 
District  Office. 

Just  as  important,  we  are  meeting  the  President's  challenge  on  goals  number 
one  and  two. ..to  free  up  capital  and  reduce  the  burdensome  regulations  that 
have  a  disproportionately  adverse  effect  on  small  businesses.  President  Clinton 
and  Administrator  Bowles  feel  that  an  Increase  in  the  appropriation  request  for 
the  7(a)  general  business  loan  program  in  Fiscal  Year  1995  and  beyond  will 
increase  access  to  capital  for  the  small  business  community. 

For  the  first  time,  our  district  directors  across  the  country  have  goals  to 
increase  the  participation  of  minority-  and  women-owned  small  businesses  in 
our  loan  programs,  and  to  increase  the  participation  of  veteran-owned 
businesses  and  firms  engaged  In  International  trade. 

These  goals  are  based  on  the  demographics  of  the  areas  served  by  our  district 
offices.  The  district  directors  are  now  engaged  in  outreach  to  the  small 
business  communities  they  serve  to  specifically  increase  the  access  to  capital 
through  our  7(a)  loan  program. 
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With  increased  funding  of  the  7(a)  program,  we  will  assure  the  email  business 
community  that  the  capital  needed  to  grow  and  create  jobs  Is  there.  Our  job 
will  be  to  create  and  market  new  SBA  lending  programs  that  will  excite  both 
our  lending  partners  and  Increase  access  to  capital  for  their  borrowers. 

One  new  program  Is  already  doing  just  that.  It's  called  the  "Low Doc"  Loan 
Program.  Low  Doc  is  a  brand  new  small  loan  program  introduced  in 
Pennsylvania  last  month  which  Is  already  spreading  like  wildfire.  LowDoc  (for 
low  documentation)  Is  dramatically  Increasing  access  to  capital  for 
Pennsylvania's  small  businesses-especlally  women-owned,  minority-owned 
and  veteran-owned  firms-and  at  the  same  time  putting  to  rest  some  of  the 
popular  misconceptions  about  the  paperwork  and  red  tape  involved  with  SBA- 
guaranteed  loans. 

Let  me  give  you  a  little  background  on  how  we  got  to  LowDoc.  Last  year, 
before  I  was  appointed  Regional  Administrator,  I  helped  Administrator  Bowles 
as  his  special  assistant  In  Washington  by  organizing  seven  "town  hall 
meetings"  across  the  country.  These  sessions,  suggested  by  President 
Clinton,  helped  Administrator  Bowles  gather  first-hand  reports  in  his  role  es 
the  President's  eyes  and  ears  in  the  small  business  community.  We  met  with 
over  2.100  small  business  owners  and  300  bankers.  Acoess  to  capital  was  a 
constant  concern. 
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As  we  heard  at  these  meetings,  lenders  questioned  the  paperwork  and  costs 
versus  their  profits  on  SBA-guaranteed  loans  of  $  1 00,000  and  under.  We 
listened  to  the  bankers  end  small  business  owners  and  took  a  look  at  the 
number  of  forms  and  documents  we  were  requesting  from  loan  applicants  and 
the  bank  and  found  we  really  didn't  really  need  all  that  paperwork.  To  teat  the 
concept,  we  piloted  LowDoc  earlier  this  year  in  Texas. 

Based  on  the  pilot's  success,  and  the  desire  we  share  with  members  of 
Congress  to  increase  access  to  capital  for  small  buslnesses-especially,  the 
women-owned  and  minority-owned  firms  that  often  need  small  loans  under 
$  100,000 -the  LowDoo  Loan  Program  is  now  up  and  running  In  Pennsylvania. 
To  date,  40  banks  In  SBA's  Philadelphia  and  Pittsburgh  Districts  have  been 
trained  and  are  marketing  the  LowDoc  program.  We  have  approved  46  loans 
worth  $  2.5  million.  Nineteen  of  those  loans,  worth  $  1  million,  have  gone  to 
women-owned  firms  and  seven  loans,  worth  $  345  thousand,  have  been 
approved  for  minority-owned  small  businesses. 

Let  me  tell  you  why  everybody-our  lenders,  their  borrowers  and  my  SBA 
staff-love  LowDoc.  LowDoc  makes  applying  for  an  SBA-guaranteed  loan 
through  a  commercial  lender  more  user-friendly  than  it's  ever  been.  Combining 
a  greatly  simplified  application  process-In  most  cases,  a  one-page  application 
to  the  SBA-with  a  rapid  response  from  SBA  loan  officers-three  days 
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turnaround  for  approval-LowDoc  slashes  pages  and  pages  of  bureaucracy  and 
red  tape  out  of  the  loan  making  process. 

LowDoc  streamlines  and  simplifies  applying  for  and  receiving  an  SBA- 
guaranteed  loan  under  $  100,000.  The  approval  process  focuses  on  the 
lender's  experience  and  judgement  of  a  borrower's  character,  credit  history 
and  business  experience. ..like  old-fashioned  community  banking. 


Thanks  to  the  collective  creativity  and  good  common  sense  of  the  agency's 
financial  program  managers  and  district  loan  officers.  In  partnership  with  our 
lenders,  SBA's  new  "quick  and  easy"  Low  Doc  Loan  Program  has  increased 
access  to  capita!  for  thousands  of  creditworthy  entrepreneurs  to  start  or 
expand  their  businesses,  create  jobs  and  enrich  the  vitality  of  their 
communities. 

Another  example  of  the  SBA's  commitment  to  increasing  access  to  capital  is 
the  "Microloan"  Program.  These  are  very  small  loans  from  S  500  up  to 
$  25,000  made  by  intermediaries  selected  by  SBA  with  the  capital  targeted  to 
low-income,  minority  and  women  business  owners  in  urban  areas,  in  August 
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of  1993,  SBA  and  the  Ben  Franklin  Technology  Center  teamed  up  to  bring 
their  "Enterprise  Growth  Fund"  microloan  program  on  stream  for  the  five- 
county  Southeastern  Pennsylvania  region. 

We  hear  all  the  time  that  women  and  minorities,  especially  start-up  firms,  have 
a  tough  time  getting  funded.  Microloans  fill  a  niche  that  has  been  abandoned 
by  most  commercial  lenders. 

SBA  gets  hundreds  of  calls  every  month  from  people  seeking  to  start  or 
expand  their  small  business  who  need  Just  a  few  thousand  dollars  of  capital. 
Now,  thanks  to  SBA's  funding  of  local  organizations  like  Ban  Franklin,  we 
have  another  lending  partner  to  help  bridge  the  small  loan  gap.  Nationally,  we 
know  the  Microloan  program  is  working  because  data  show  that  40  percent  of 
loans  went  to  start-up  firms,  women-owned  firms  have  received  44  peroent  of 
the  loans  and  37  percent  have  gone  to  minority-owned  small  businesses.  The 
average  loan  size  is  $  10,532. 

Another  concern  that  we  heard  in  the  town  hall  meetings  from  small  business 
owners  and  bankers  was  the  need  for  reliable  short-term  working  capital.  The 
SBA's  new  "GreenUne"  Revolving  Line  of  Credit,  which  has  been  test- 
marketed  around  the  country,  has  just  been  made  available  in  the  Mid-Atlantic 
Region.  GreenLine  provides  SBA  guarantees  on  lines  of  credit  extended  for  up 


80 


to  five  years.  We  can  provide  guarantees  to  the  bank  of  up  to  75  percent  on 
revolving  credit  lines  up  to  $  1  million. 

GreenLine  aims  at  financing  the  materials  and  labor  needed  to  build  a  product, 
and  finance  the  sale  of  that  product  until  the  cash  is  collected.  There  are 
thousands  of  bankable,  creditworthy  email  businesses  for  which  this  kind  of 
credit  was  simply  not  available.  Now,  the  SBA's  new  GreenLine  Revolving 
Line  of  Credit  Program  Is  a  whole  new  source  of  capital  to  help  small 
businesses  grow  by  helping  them  get  the  financing  they  need  to  produce  and 
deliver  their  products. 

Let  me  describe  another  SBA  initiative  to  increase  access  to  capital  for 
women-owned  firms.  According  to  our  records,  women  now  receive  only  8-10 
percent  of  SBA  loans,  but  women  own  38  percent  of  all  small  businesses  and 
represent  the  fastest-growing  segment  of  the  small  business  community. 
Women  certainly  deserve  better  than  10  percent  of  SBA  loans. 

The  agency  is  presently  piloting  the  "Women's  Pre-Qualification  Loan  Project" 
where  women  business  ownars  will  present  credit  requests  to  SBA  loan 
Officers.  Lending  decisions  will  be  based  on  the  borrower's  key  financial  ratios, 
cash  flow,  business  and  credit  history  and  repayment  ability.  If  the  SBA  finds 
a  potential  borrower  qualified,  we  will  issue  a  pre-qualificatlon  letter  to  the 
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women  business  owner  that  she  can  take  to  her  bank  to  apply  for  an  SBA- 
guaranteed  loan.  This  increases  access  to  capital  for  women  business  owners 
who  many  timas  cannot  get  beyond  a  loan  officer  at  a  bank,  and  therefor  her 
request  for  a  loan  guaranty  is  never  presented  to  the  SBA. 

If  the  Women's  Pre-Qualification  Loan  Project  pilot  proves  successful,  we 
expect  to  bring  it  on  line  in  the  Mid-Atlantic  Region  later  this  year. 

Besides  SBA-guaranteed  commercial  loans,  there  is  another  source  of  financial 
support  for  established  small  firms  looking  to  expand.  Venture  capital  Is  a 
catalyst  for  economic  growth  and  expansion.  Without  the  access  to  "patient 
capital"  to  finance  product  development  and  marketing,  pioneering  small 
companies  that  are  long  on  ideas  but  short  on  performance  history  and  finance 
go  begging. 

The  most  readily  available  source  of  this  capital  is  SBA's  Small  Business 
Investment  Company--the  SBIC  Program.  SBICe,  and  Specialized  SBICs  whose 
capital  is  invested  In  or  loaned  to  minority-owned  small  firms,  are  privately- 
owned  investment  firms  licensed  and  regulated  by  the  SBA  that  invest  in  smell 
businesses  with  a  combination  of  their  own  capital  and  funds  from  the  Federal 
government. 
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This  Spring,  Administrator  Bowles  brought  on  line  a  new  SBIC  "Participating 
Security"  program  long  awaited  by  the  SBIC  and  small  business  community, 
because  it  enhances  access  to  urgently  needed  venture  capital.  For  FY  1995, 
the  SBA  has  requested  $  500  million  to  finance  this  new  program.  SBA 
anticipates  that  over  the  next  three  years  up  to  200  new  SBICs  will  be  formed 
with  up  to  $  15  million  of  equity  capital  each  from  the  private  sector. 

This  potential  $  3  billion  of  private-sector  capital,  combined  with  the  leverage 
provided  by  SBA  and  the  aggressive  marketing  by  newly-licensed  and 
energized  SBICs,  could  result  in  up  to  $  9  billion  of  new  venture  capital  being 
made  available  to  small  business  to  create  jobs. 

There  is  one  more  source  of  capital  available  to  small  businesses,  especially 
budding  inventors  and  those  very  small,  often  "high-tech"  firms  engaged  in 
research  and  development  that  need  funding  to  move  their  great  ideas  into  the 
commercial  marketplace.  I'm  talking  about  the  Small  Business  Innovation  and 
Research-the  SBIR  Program-mentioned  earlier. 

And  again,  the  team  of  SBA,  Congresswoman  Margolies-Mezvinsky  and  the 
Ben  Franklin  Technology  Center  are  playing  a  role.  Through  the 
congresswoman's  hard  work  and  Initiative,  she  and  SBA  have  obtained  a 
special  grant  with  the  title:  "Job  Creation  and  Defense  Conversion  through  the 


83 


SB!P  Program:  A  Federal/Local  Demonstration  Project"  for  the  Ben  Franklin 
Technology  Center,  which,  of  course,  has  a  solid  record  in  the  local  R&D  field, 
so  Ben  Franklin  can  pursue  a  dual  mission: 

1 .  Help  increase  the  number  of  small  Pennsylvania  firms  seeking  SBIR  grants 

2.  Assist  those  firms  to  successfully  move  their  product  or  service  Into  the 
commercial  msrketplace,  grow  their  companies  and  produce  jobs 

I  know  that  Ben  Franklin  will  invest  that  money  wisely  so  the  Pennsylvania 
small  business  community  can  aggressively  seek  out  and  Increase  Its  share  of 
SBIR  grants. 

Lastly,  Mr.  Chairman,  I  want  to  tell  your  committee  about  an  announcement 
last  week  that  will  make  It  easier  for  small  firms  in  the  Delaware  Valley  to  get 
access  to  the  capital  they  need  to  Increase  exports. 

Philadelphia  is  proposed  to  get  a  new  "Regional  U.S.  Export  Assistance 
Center"  In  1995.  U.S.  Export  Assistance  Centers  consolidate  under  one  roof 
all  the  export  promotion  and  trade  financing  services  of  the  U.S.  Department 
of  Commerce,  the  Export-Import  Bank  and  SBA.  We  worked  hard  to  get  our 
own  U.S.  Export  Assistance  Center  in  Philadelphia.  This  one-stop  shop  will  be 
staffed  by  export  trade  specialists  who  can  tailor  comprehensive  financial 
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assistance.  In  the  form  of  both  long-term,  fixed  asset  financing  and  short-term 
capital  through  regular  7(a)  or  export  loan  programs,  to  potential  exporters. 
Small  oompanies  interested  In  exporting  can  apply  for  loans  under  $100,000 
through  the  Low  Doc  Program. 

Mr.  Chairman,  as  I  have  outlined  today.  President  Clinton,  Administrator 
Bowles  and  Congress  have  worked  together  to  assure  the  smell  business 
community  that  the  7(a)  general  business  loan  funding  stream  is  healthy  and 
growing.  For  the  first  time  in  years,  the  7(a)  program  has  not  run  out  of 
money  enabling  our  banks  and  the  SBA  to  aggressively  pursue  small 
businesses  needing  capita! . 

We  have  listened  to  our  customers -the  banks,  our  staff  and  the  small 
business  owners-and  developed  a  number  of  exciting  new  finance  programs 
and  services  that  satisfy  their  capital  needs,  like  LowDoc,  Mlcroloans,  the 
GreenLine  Revolving  Line  of  Credit,  the  enhanced  SBIC  and  Specialized  SBIC 
program,  the  Women's  Pre-Qualificatlon  Loan  Project  and  the  U.S.  Export 
Assistance  Centers,  with  much  more  to  come. 

We  have  revamped  the  SBA's  organizational  structure  to  put  our  staff  closer 
to  our  customers.  We  are  aggressively  marketing  the  new,  user-friendly  SBA 
in  our  district  offices,  signing  up  new  banks  and  approving  loans  to  small 
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busfnessss-especially  woman-owned  and  minority-owned  firms-at  a  record 
pace.  The  commitments  we  have  received  from  our  partner*  in  the  banking 
community  has  been  fantastic.  We  are  encouraging  the  banks  to  continue  to 
reaoh  out  to  the  small  business  community,  especially  to  women  and 
minorities,  with  our  new  loan  programs  that  dramatically  Increase  their  access 
to  capital  so  long  overdue. 

I  am  pleased  to  report  that  SBA  is  doing  its  part  to  increase  access  to  capital 
and  has  cut  the  bureaucracy  that  used  to  stand  In  the  way  of  the  loanmaking 
process.  We  are  doing  whatever  is  necessary  to  help  our  customers-small 
business  men  and  women-realize  the  American  dream  of  owning  their  own 
business. 

Thank  you. 


82-364  0-95-4 
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Questions  to  Honorable  Marjorie  Margolies-MctYinsky  W  pose  to  Harmon  Spolan,  who  will 
have  presented  his  views  on  small  business  capital  access  to  the  committee. 


1 .         Now  that  legislation  to  allow  interstate  banking  appears  to  be  moving  through  Congress, 
toward  enactment,  what  impact  will  it  have  on  small  business  capital  access? 


2.  What  arc  your  thoughts  about  the  new  "Low  Doc"  SBA  Program? 

3.  Do  you  think  the  Federal  Reserve's  rate  management  has  helped  or  hurt  small  business? 
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Notes  of  Testimony  before  the  Subcommittee 

on  Procurement,  Taxation  and  Tourism 

Monday,  August  8,  9:30  AM 


Good  morning.  Chairman  Bilbray.  1  am  Harmon  Spolan,  President  of  Slate  Bancsharcs,  Inc., 
and  am  pleased  to  have  been  requested  by  Congresswoman  Marjorie  Margolig  Mezvinsky  to 
address  issues  of  capital  accessibility  for  small  business.  State  Bancshares  is  a  $700mra 
commercial  banking  institution  with  twenty  two  branches  located  in  the  Delaware  Valley  Region. 
Iti  banking  subsidiaries.  Jefferson  Bank  and  Jefferson  Bank  New  Jersey,  are  located  in  the 
Greater  Philadelphia  and  South  Jersey  areas.  The  concerns  of  this  committee  reflect  those  of 
our  institution,  since  il  has,  during  its  twenty  years  of  existence,  been  entirely  focused  on  loans 
to  small  and  mid-size  businesses,  and  ha*  been,  from  thne-to-time,  frustrated  by  obstructions 
which  have  limited  that  access. 

First,  I  wish  to  addresa  the  regulatory  changes,  primarily  Federal,  which  have  occurred  orcr  the 
past  eighteen  months.  Jefferson  Bank  and  Jefferson  Bonk  New  Jersey  are  both  State  Chartered, 
FDIC  insured  institutions  and  not  members  of  the  Federal  Reserve.  Thus  our  primary  regulators 
are  those  from  the  states  of  New  Jersey  and  Pennsylvania  together  with  the  FDIC. 
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Regulation,  as  it  aflcas  the  extension  of  credit,  has  basically  two  acpecu:  written  regulations 
which  arc  the  result  of  a  process  of  risk  assessment,  and  unwritten  regulation,  which  is  reflected 
in  the  attitudes  and  judgements  of  the  regulators,  and  can  have  almost  as  chilling  effect  as 
regulations  which  are  written. 

The  recent  amendments  to  Title  XI  of  the  Financial  Institutions  Reform,  Recovery  and 
Enforcement  Act  of  1989  became  effective  on  June  7, 1994.  To  measure  its  effectiveness  would 
be  a  bit  premature.  However,  to  assess  its  responsiveness  to  mi  concerns  is  quite  appropriate. 
Title  XI  defines  technical  requirements  of  appraisals  for  real  estate  when  pledged  as  collateral 
for  an  extension  of  credh.  The  prior  threshold  of  a  Title  XI  appraisal  was  $100,000.  The 
recent  amendment  increased  that  threshold  to  $250,000.  Since  the  impediments  created  by  the 
appraisal  rule  relate  to  both  cost  and  timeliness  of  response,  as  well  as  institutional  concerns  for 
technical,  not  always  substantive,  compliance,  this  increase  should  make  available  greater  access 
to  capital  for  small  and  medium  businesses  occupying  their  own  facilities. 
Several  additional  amendments  were  directed  at  the  cost  associated  with  extensions  of  credit  for 
small  and  medium  businesses.    For  example,  by  permitting  the  advance  nf  new  monies  under 
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an  existing  exienxion  of  credit,  provided  (bat  there  is  no  change  in  market  conditions  wfih  the 
physical  aspects  of  the  property,  and  by  allowing  more  than  one  financial  institution  to  rely  on 
a  Single  appraisal,  the  amendments  address  two  of  the  barriers  to  accessibility  of  capital  by  these 
businesses.  In  recognizing  that  real  estate  tan  be  taken  as  collateral  Tor  control  rather  than  vilue 
purposes,  the  amendment  now  rcflccLi  the  reality  of  the  small  business  transaction. 
The  most  critical  and  helpful  part  of  the  amendment  for  the  facilitation  of  more  fullsornc 
business  lending  is  reflected  in  the  inclusion  of  a  new  definition  of  "business  loan"  together  with 
a  rational  ceiling  of  a  million  dollars,  provided  that  the  extension  of  credit  not  to  be  repaid  from 
the  sale  or  income  of  the  real  estate  supporting  the  loan.  Again,  this  reflects  the  reality  of 
business  lending.  Our  mstitutkm  lends  primarily  to  individuals  whether  they  own  businesses  or 
are  in  professions.  These  individuals  have  reasonable  real  estate  needs  related  to  the  operation 
of  their  business  which  previously  could  not  be  accommodated,  or  only  accommodated  with 
great  cost  to  the  customer  and  some  imaginative  molding  of  the  transaction  by  the  lender.  By 
distinguishing  between  real  estate  as  collateral  where  there  is  an  ongoing  source  of  repayment 
which  emanates  from  other  personal  or  business  income,  and  real  estate  as  a  project,  it*  internal 
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cash  flow  must  be  the  primary  source  of  support  for  the  extension  of  credit  and  the  sale  of  that 
real  estate  the  source  of  repayment  of  principal,  this  regulation  goes  far  toward  providing  a 
framework  in  which  rational  small  business  lending  can  be  done. 

What  is  it  about  the  nature  of  lending  to  small  and  medium  size  businesses  Wbich  makes  both 
prudent  tetxj  ing  and  the  regulation  of  pnidcnt  lending  to  those  business  so  difficult  and  one  might 
say  eluslve7  There  are  several  characteristics:  First  they  ate  generally  undercapitalized.  The 
lack  of  equity  capital  creates  their  second  shared  characteristic,  fragility.  The  rate  of  failure 
among  small  businesses  is  well  in  excess  of  that  among  the  fortune  500  -  or  at  least  used  to  be. 
They  are  management-intensive,  and  at  the  same  time,  dependent  upon  just  a  few  people  who 
perform  multiple  functions  and  who's  own  life  cycle  events  often  disrupt  smooth  functioning  of 
the  business.  All  of  these  characteristics  result  in  volatility  of  financial  performance  which  is 
both  great  as  an  absolute  and  greater  in  that  of  larger  institutions  with  greater  depth  of 
personnel,  capital  and  other  resources.  Often,  the  most  prudent  course  of  action  by  the  small 
businesses  lender  might  be  to  make  additional  extensions  of  credit  at  times  of  crisis,  but  because 
of  the  regulatory  framework  and  the  attitude  of  examiners  -  not  altogether  wrong  -  and  (he 
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standards  set  by  leading  institutions  cmn  internal  independent  loan  review  function,  this  intuitive 
act  is  Often  thwarted.  Since  management  ia  such  a  critical  feature  Of  the  survival  of  small  and 
medium  size  businesses,  it  Is  very  difficult  to  develop  a  regulatory  framework:,  both  written  and 
unwiitUn.  which  is  truly  responsive  to  the  issues. 

But  we  have  a  suggestion.     It  is  modeled  on  programs  now  being  undertaken  by  federal 
regulatory  agencies  with  respect  lo  permission  being  granted  large  institutions  to  underwrite 
certain  securities.    There,  an  evaluation  is  made  of  the  capital  depth  and  adequacy  or  the 
institution  together  with  the  expertise  to  do  such  underwriting  and  permission  is  granted  on  a 
bank  by  bank  basis.    This  is  also  the  model  used  by  HUD  in  granting  certain  institutions  cc- 
undcrwriting  authority  under  its  DUS  program.    We  believe  that  well  managed  banks  with 
adequate  capital  depth,  preferably  those  in  size  which  are  smaller  and  closer  to  the  marketplace, 
should  be  given  the  latitude  to  achuinister  a  basket  of  small  business  loans.   Their  task  would 
be  to  meet  statistical  levels  of  performance-  for  the  basket  of  Ivans  in  order  to  achieve  the 
standard  of  prudent  lending.   Thus  one  might  hope  that  the  volatility  of  each  individual  small 
business  would  be  absorbed  in  the  basket  of  small  businesses  and  much  like  credit  card  and  other 
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consumer  portfolios,  statistical  analysis  would  not  only  be  possible  hut  wouM  provide  comfort, 
This  i*  a  proposal  unformed  in  h«  details,  hut  we  would  welcome  the  opportunity  to  work  with 
the  Kubcommluee  to  create  a  proposal 

We  appreciate  the  opportunity  to  share  our  experience  and  tlwughts  with  you  this  morning. 
Thank  you. 


Submitted  by: 
Betsy  Z.  Cohen,  CEO 
Harmon  S.  Spolan,  President 
State  Bancshares.  loc 
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INTRODUCTION 

Good  morning,  Mr.  Chairman  and  members  of  the  Subcommittee. 
I  am  pleased  to  be  here  today  to  represent  the  Office  of  Thrift 
Supervision  ( OTS )  in  reviewing  how  the  Administration's  Credit 
Availability  Program  has  been  implemented  in  the  field. 

I  would  like  to  begin  by  briefly  reviewing  the  traditional 
role  of  the  thrift  industry  before  discussing  some  of  the 
initiatives  we  have  undertaken. 


THE  THRIFT  INDUSTRY'S  ROLE  IN  PROVIDING  CREDIT 


Mr.  Chairman,  the  thrift  industry  today  is  smaller,  but 
much  healthier  than  it  was  during  the  1980s.    Savings 
associations  and  savings  banks  are  consumer-based  lending 
institutions  with  a  statutory  emphasis  on  housing  and  consumer 
finance.   As  of  March  31,  1994,  thrifts  nationwide  had  more  than 
70  percent  of  their  assets  in  residential  housing-related 
finance  and  consumer  loans.   Thrifts  in  the  Northeast  Region  and 
those  in  Montgomery  County  hold  65  and  77  percent  of  assets, 
respectively,  in  residential  housing-related  finance  and 
consumer  loans.   This  percentage  has  been  remarkably  constant 
over  the  years. 
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Thrift  institutions  are  not,  however,  active  business 
lenders.   The  qualified  thrift  lender  test  requires  a 
significant  percentage  of  thrifts'  portfolios  to  be  invested  in 
residential  housing  assets.   In  addition,  the  amount  of  business 
loans  thrifts  can  make  is  limited  by  statute  to  10  percent  of 
assets.   Thus,  thrift  institutions  wishing  to  become  more  active 
business  lenders  are  generally  required  to  change  charters. 


THRIFT  INDUSTRY  LENDING  ACTIVITY 

Over  the  last  five  years  the  thrift  industry  has 
concentrated  its  lending  activities  primarily  in  home  mortgage 
and  consumer  finance,  and  has  scaled  back  its  construction 
lending. 

Nonresidential  construction  loans  by  thrift  institutions 
have  decreased  from  over  $6  billion  in  1988  to  only  $1.1  billion 
in  March  1994  or  0.1  percent  of  assets.   Similarly,  multifamily 
housing  construction  loans  have  decreased  from  over  $4.5  billion 
in  1988  to  just  $1.3  billion  in  March  1994  and  now  represent 
approximately  0.2  percent  of  assets.   It  is  only  in  the 
single-family  area  that  thrift  construction  lending  has 
mainta-fined  its  1988  level  of  around  $10.2  billion  or  1.3 
percent  of  assets. 
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In  the  Northeast  Region,  nonresidential  construction  loans 
by  the  312  thrift  institutions  decreased  from  $766  million  in 
1988  to  $224  million  as  of  March  1994  and  now  constitute 
approximately  0.2  percent  of  assets.   Multifamily  housing 
construction  loans  decreased  from  $909  million  to  $115  million 
during  this  time  period  and  now  constitute  0.1  percent  of 
assets.   Single-family  construction  loans  represent 
approximately  0.7  percent  of  assets  of  Northeast  Region 
institutions  as  compared  to  1.6  percent  in  1988.   This  reduction 
is  partially  attributed  to  the  real  estate  market  in  the 
Northeast  Region  peaking  in  1988  and  the  ensuing  recessionary 
environment . 

In  Montgomery  County,  nonresidential  and  multifamily 
construction  loans  by  thrift  institutions  decreased  from 
$103  million  in  1988  to  $7  million  in  March  1994.   Single-family 
construction  lending  by  thrifts  in  this  County  represents 
2.4  percent  of  assets. 

These  decreases  in  the  amount  of  nonresidential  and 
multifamily  construction  loans  are  a  consequence  of  a  number  of 
factors.   First,  as  the  industry  continues  to  shrink,  assets 
have  declined  by  over  $500  billion  since  1988.   Second,  the 
legislative  changes  effected  by  the  Financial  Institutions 
Reform,  Recovery,  and  Enforcement  Act  of  1989  and  Federal 
Deposit  Insurance  Corporation  Improvement  Act  of  1991  have 
discouraged  nontraditional  thrift  lending.   As  a  result, 
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the  institutions  have  maintained  a  much  more  traditional  thrift 
balance  sheet  with  an  emphasis  on  home  lending. 

THE  ADMINISTRATION'S  CREDIT  AVAILABILITY  PROGRAM 

Given  the  importance  to  our  economy  of  a  vibrant  housing 
market  —  including  multifamily  housing,  which  constitutes  much 
of  the  nation's  affordable  housing  stock  —  the  OTS  has  worked 
to  identify  and  remove  impediments  to  credit  availability.   We 
have  coordinated  our  efforts  with  those  of  the  other  Federal 
bank  regulatory  agencies  and  on  March  10  of  last  year,  the  OTS 
and  the  other  bank  regulatory  agencies  announced  the  Credit 
Availability  Program.   Our  goal  was  to  encourage  lending, 
particularly  to  small-  and  medium-sized  businesses,  including 
those  in  low-  and  moderate-income  areas.   This  initiative  came 
in  response  to  an  announcement  from  the  President  to  spur 
economic  growth.   Since  economic  growth,  particularly  job  growth, 
is  fueled  primarily  by  small-  and  medium-sized  businesses,  credit 
availability  to  those  borrowers  is  especially  important. 

Examination  Oversight 

In  the  interest  of  time  I  will  not  list  all  the  components 
of  the  Administration's  plan.   I  would  like  to  limit  my  comments 
to  our  Examination  Oversight  Program.   The  objective  of  this 
program  is  to  identify  examination  areas  that  can  be  improved 
through  revisions  to  our  policies  and  procedures.   Our  approach 
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is  to  be  proactive.   We  initiate  meetings  with  institutions  to 
discuss  recent  examinations  and  to  get  feedback  on  what  problems 
they  might  have  encountered.   Thus  far,  the  program  has  been 
well  received. 

We  have  also  initiated  and  participated  in  town  meetings 
with  thrift  managers  for  the  purpose  of  improving  communications 
between  OTS  and  these  interested  parties. 

One  of  the  major  focuses  of  the  Credit  Availability  Program 
is  to  ensure  that  thrift  management  has  a  clear  understanding  of 
our  policies  and  a  clear  avenue  of  appeal  if  it  believes  that 
our  examiners  are  not  implementing  national  policy 
appropriately.   OTS  has  established  clear  procedures  for  thrift 
managers  to  use  to  resolve  any  disputes  that  arise  during  or  as 
a  result  of  an  examination.   Appeals  filed  under  the  supervisory 
review  process  are  analyzed  by  experienced  regulators  based  in 
Washington,  and  the  decisions  are  made  by  the  deputy  director 
for  regional  operations,  OTS ' s  senior  executive  for  its 
examination  function. 

OTHER  INITIATIVES  TO  INCREASE  CREDIT  AVAILABILITY 

There  are  two  additional  initiatives  that  I  would  like  to 
address.   They  are: 
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o     reform  of  the  Community  Reinvestment  Act  (CRA)  regulations, 

and 
o    expansion  of  thrifts'  commercial  lending  authority. 

First,  the  agencies  are  working  to  revise  the  regulations 
that  implement  the  CRA.   Our  goal  is  to  ensure  that  institutions 
have  a  better  understanding  of  what  is  expected  of  them  and  how 
we  will  assess  their  performance.   Our  objective  is  to  stimulate 
the  availability  of  credit,  particularly  in  credit-needy  areas, 
because  banks  and  thrifts  will  be  encouraged  to  increase  the 
attention  and  energy  they  spend  on  actually  making  loans  and 
investments,  rather  than  devoting  a  disproportionate  amount  of 
these  resources  to  the  documentation  of  the  CRA  process. 

Second,  as  I  noted  earlier,  thrifts  are  not  significantly 
involved  in  commercial  lending  activities.   While  there  are  a 
number  of  reasons  for  this  —  including  their  traditional  role 
as  residential  mortgage  lenders  and  the  qualified  thrift  lender 
test  —  some  thrifts  have  indicated  that  the  current 
10  percent  of  assets  limit  on  commercial  loans  acts  as  a 
disincentive  to  make  any  business  loans.   From  their 
perspective,  a  large  volume  of  commercial  lending  is  necessary 
to  make  it  economically  worthwhile  to  invest  in  the  staffing  and 
other  resources  required  to  be  successful  commercial  lenders. 
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It  may,  therefore,  be  useful  to  consider  increasing  the 
commercial  lending  authority  of  savings  associations.   This 
action  would  enable  savings  associations  to  make  more  loans  to 
small-  and  medium-sized  businesses,  thereby  enhancing  their  role 
as  community-based  lenders  and  furthering  the  principal  goal  of 
the  Administration's  Credit  Availability  Program. 

For  example,  a  five  percentage  point  increase  in  thrifts' 
commercial  lending  authority  would  not  pose  safety  and  soundness 
concerns.   Our  experience  is  that  associations  have  used  the 
current  commercial  lending  authority  in  a  prudent  fashion. 
Moreover,  commercial  lending  is  subject  to  other  constraints. 
The  most  important  of  these  is  the  "loans  to  one  borrower" 
regulation,  which  limits  the  exposure  of  the  thrift  to  any 
single  borrower.   This  limitation  effectively  requires  a  thrift 
to  diversify  its  assets  and,  therefore,  limits  any  potential 
risk  from  expanded  commercial  lending. 

CONCLUSION 

Thrifts  are  continuing  to  fulfill  their  primary  role  as 
providers  of  residential  housing  and  consumer  loans.   Our  credit 
availability  efforts  will  help  to  ensure  that  they  continue  in 
this  role. 

Thank  you  for  the  opportunity  to  discuss  the  thrift 
industry  and  the  Credit  Availability  Program.   I  would  be 
pleased  to  answer  any  questions  you  have. 
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Good  morning,  Chairman  Bilbray  and  Members  of  the 
Subcommittee.   My  name  is  Michael  J.  Zamorski  and  I  am  the  Deputy 
Regional  Director  for  the  New  York  Region  of  the  Federal  Deposit 
Insurance  Corporation's  ("FDIC")  Division  of  Supervision.   This 
office  has  responsibility  for  examination  and  supervision  of 
FDIC- insured,  state-chartered  non-member  banks  and  thrifts  in  the 
states  of  Pennsylvania,  New  Jersey,  New  York,  Maryland,  Delaware, 
the  District  of  Columbia  and  the  Commonwealth  of  Puerto  Rico.   I 
appreciate  the  invitation  to  represent  the  FDIC  at  this  hearing 
on  improving  capital  accessibility  to  small  businesses. 

We  recognize  that  problems  with  credit  availability  over  the 
last  few  years  have  been  a  particular  concern  of  small-  and 
medium-sized  businesses.   Hopefully,  I  can  provide  you  with 
meaningful  information  on  steps  that  we  have  taken  to  decrease 
regulatory  burden  on  capital  access  and  affirmative  actions  we 
have  taken  to  promote  credit  availability. 

In  June  1993,  commercial  banks  for  the  first  time  began 
reporting  information  specifically  intended  to  gauge  lending  to 
small  businesses.   Banks  will  report  this  information  once  a  year 
as  of  June  30.   Inasmuch  as  the  second  report  has  just  come  due, 
it  is  too  early  to  make  a  definitive  statement  about  the  speed 
and  size  of  any  shifts  in  lending  to  small  businesses.   However, 
FDIC's  most  recent  information  on  total  commercial  loans  by  U.S. 
banks  shows  a  nationwide  increase  of  3.2%  during  the  12  months 
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ending  March  31,  1994,  with  Pennsylvania  banks  recording  a  6.8% 
increase  for  the  same  period. 

This  general  increase  in  commercial  lending  is  encouraging 
but  may  reflect  a  low  comparison  base  due  to  slack  loan  demand  in 
prior  years'  resulting  from  the  recent  recession  and  the  slow 
pace  of  recovery.   The  normal  reaction  of  businesses  in 
recessionary  periods,  particularly  small  businesses,  is  to  shore 
up  their  balance  sheets  by  conserving  cash  and  reducing 
borrowing.   Often,  they  will  await  an  upturn  in  business  or 
prospects  before  committing  to  additional  borrowing  to  finance 
working  capital  needs,  expansion  and  capital  expenditures.   Also, 
real  estate,  which  has  traditionally  served  as  collateral  for 
many  small  business  loans,  has  either  declined  in  value  or  is  not 
appreciating  as  rapidly  as  in  the  past.   Consequently,  equity 
from  this  source  is  not  available  to  facilitate  small  business 
borrowing. 

The  availability  of  credit  and  related  issues  have  been 
addressed  at  length  over  the  last  several  years  in  several  policy 
statements  issued  by  the  four  Federal  bank  regulatory  agencies  -- 
the  Office  of  the  Comptroller  of  the  Currency  ("OCC"),  the 
Federal  Reserve  Board  ("FRB"),  the  Office  of  Thrift  Supervision 
("OTS"),  and  the  FDIC.   The  statements,  together  with  internal 
staff  directives  and  memoranda,  were  designed  to  review  existing 
policies  and  procedures  for  appropriateness,  to  develop 
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consistency  among  the  four  agencies,  and  to  test  the 
implementation  of  those  policies  and  procedures. 

The  first  joint  statement  on  credit  availability  was  issued 
on  March  1,  1991.   One  of  the  main  purposes  of  this  statement  was 
to  address  concerns  on  the  part  of  lenders  that  depository 
institutions'  regulators  were  applying  excessively  rigorous 
examination  standards  that  were  contributing  to  a  "credit 
crunch" .   The  policy  statement  also  dealt  with  the  possibility 
that  banks  had  become  overly  cautious  in  their  lending  practices. 
On  November  7,  1991,  the  four  agencies  issued  the  Interagency 
Policy  Statement  on  the  Review  and  Classification  of  Commercial 
Real  Estate  Loans.   This  statement  expanded  on  the  March  1 
document  and  was  intended  to  ensure  that  examiners  evaluate 
commercial  real  estate  loans  in  a  consistent,  prudent,  and 
balanced  manner.   Because  the  November  7  statement  was  more 
comprehensive  than  the  March  1  statement  and  represented  a 
melding  of  language  and  complex  terminology  from  the  four 
agencies,  it  became  important  to  fully  explain  and  discuss  the 
policies  among  the  senior  field  and  supervisory  staff  of  the 
agencies.   This  was  done  at  the  National  Examiners  Conference 
held  in  Baltimore,  Maryland  on  December  16-17,  1991. 

To  further  help  ensure  that  banks  were  not  unnecessarily 
denying  credit,  the  FDIC  on  March  10,  1993  joined  the  OCC,  OTS 
and  FRB  in  issuing  a  statement  on  the  problems  of  credit 
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availability.  The  purpose  of  this  joint-action  was  to  alleviate 
any  unreasonable  reluctance  by  banks  and  thrifts  to  lend.  Among 
other  things,  this  program  specifically  addresses: 

•  Lending  to  Small  and  Medium-Sized  Business  and  Farms;  and 

•  Real  Estate  Lending  and  Appraisals. 

On  March  30,  1993  the  banking  agencies  announced  a  joint 
policy  statement  on  documentation  of  loans.   Under  this  new 
policy,  the  strongest  banks  and  thrifts,  those  which  are  rated 
CAMEL  1  or  2  and  which  are  at  least  adequately  capitalized,  are 
now  able  to  make  and  carry  some  small  and  medium-sized  business 
and  farm  loans  with  only  minimal  documentation.   Banks  rated 
CAMEL  3  are  also  eligible  for  the  same  treatment,  but  based  only 
on  their  request  to,  and  approval  by,  FDIC.   The  total  of  this 
"loan  basket"  at  an  institution  is  limited  to  an  amount  equal  to 
20  percent  of  its  total  capital.   Eligible  banks  and  thrifts  are 
encouraged  to  make  these  loans  based  on  their  own  best  judgment 
as  to  the  credit  worthiness  of  the  borrowers  and  with  only  the 
minimum  necessary  documentation.   These  loans  are  evaluated 
solely  on  the  basis  of  performance  and  are  exempt  from  examiner 
criticism  of  documentation. 

In  this  regard,  it  should  be  noted  that  the  FDIC  has  no  hard 
and  fast  rules  concerning  the  documentation  for  business  loans. 
Instead,  FDIC  has  drawn  up  guidelines  that  reflect  the  usual  and 
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customary  practices  within  the  banking  industry,  consistent  with 
the  type  of  credit  being  extended.   As  loans  become  larger  and 
more  complex,  bankers  normally  require  more  information  and 
documentation.   This  is  necessary  for  internal  purposes  to 
support  proposals  to  loan  and  executive  committees  or  boards  of 
directors  which  must  approve  the  credits.   This  is  good  banking 
practice  which  we  expect  will  not  change  in  well  managed  banks, 
intent  on  undertaking  prudent  lending  risks  while  preserving 
their  stockholders'  capital. 

Also,  each  of  the  agencies  recently  amended  their  respective 
requirements  for  real  estate  appraisals  by  certified  or  licensed 
appraisers  in  ways  that  will  reduce  costs  to  banks  and  their 
customers.   Such  appraisals,  are  required  by  Title  XI  of  the 
Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989.   Our  recent  change  reduces  the  required  number  of  these 
formal  appraisals.   More  specifically,  the  new  changes  do  three 
things:  (1)  they  increase  the  threshold  amount  for  which  such 
appraisals  are  required  from  $100,000  to  $250,000;  (2)  they 
expand  the  "abundance  of  caution"  exemption  for  business  loans, 
so  that  an  appraisal  is  not  required  when  the  value  of  real 
estate  taken  to  collateralize  a  loan  is  not  material  to  the 
decision  to  make  the  loan;  and  (3)  they  exempt  from  appraisals 
business  loans  of  less  than  $1  million,  where  the  principal 
source  of  repayment  is  not  the  sale  of  or  income  from  the  real 
estate  held  as  collateral. 
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Loans  secured  by  real  estate  are  an  important  source  of 
credit  for  many  small  and  mid-sized  businesses.   Thus, 
eliminating  the  requirement  to  obtain  a  certified  or  licensed 
appraisal  in  the  cases  just  specified  will  work  to  their  clear 
advantage  by  reducing  costs.   At  the  same  time,  such  exemptions 
will  not  erode  the  safety  and  soundness  of  the  lending 
institutions . 

The  FDIC  has  also  taken  the  following  other  measures  that 
relate  to  the  issue  of  credit  availability  and  our  examination 
and  supervision  responsibilities: 

Participated  in  numerous  meetings  with  representatives 

from  the  industry  to  explain  and  clarify  agency 

policies  and  procedures. 

Developed  a  system  of  verification  by  agency 

supervisors  to  ensure  policies  are  appropriately 

discussed  with  bank  management  and  applied  at  each 

examination . 

Developed  a  system  of  random  audits  of  real  estate 

credits  to  ensure  examiner  compliance  with  outstanding 

real  estate  valuation  guidelines. 

Developed  an  enhanced  appeals  process  for  review  of 

supervisory  decisions. 

In  addition  to  the  foregoing,  I  would  like  to  make  the 
Subcommittee  aware  of  a  somewhat  different  type  of  initiative  in 
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which  the  FDIC  had  a  leadership  role  in  promoting  credit  and 
capital  access  to  small  and  mid-sized  businesses.   This  was  the 
FDIC  New  York  Region's  sponsorship,  with  fourteen  other  public 
and  private  sector  entities,  of  the  first  annual  Small  Business 
Financing  Expo  '94,  held  in  New  York  City  on  March  23,  1994 
(program  information  for  the  Expo  is  attached  as  Exhibit  A) . 

The  non-profit  Expo  had  85  exhibitors,  primarily  small 
business  lenders  and  other  capital/loan  providers  such  as  venture 
capital  firms,  who  had  expressed  the  willingness  to  lend  to  small 
businesses  and  were  actively  seeking  such  relationships.   In 
addition  to  the  exhibitors,  a  local  (but  nationally  known) 
successful  small  businessman  and  minority  entrepreneur,  Fernando 
Mateo,  gave  an  informative  and  inspirational  account  of  his 
experiences  in  developing  a  successful  carpeting  and  flooring 
installation  business,  essentially  starting  with  little  or  no 
financial  resources.   A  series  of  lectures/question  and  answer 
programs  was  presented,  covering  both  financing  start-up 
operations  and  more  mature  businesses  as  well  as  access  to 
governmental  loan  programs  (Exhibit  A  lists  the  lectures) .   FDIC 
Regional  Director  Nicholas  J.  Ketcha  Jr.  and  I  served  as 
panelists . 

While  the  idea  of  a  financing  exposition  is  not 
unprecedented,  the  public/private  partnership  in  sponsoring  the 
program  is  somewhat  unique  in  our  experience.   A  little 
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background  on  the  genesis  and  development  of  the  Expo  may  be 
helpful  in  this  regard.   In  the  late  Spring  of  1993,  our  office 
was  approached  by  some  private  sector  and  New  York  City  and  New 
York  State  agency  representatives  to  participate  in  a  discussion 
of  how  to  facilitate  small  and  medium-sized  business  lending. 
This  ad  hoc  group  reached  a  consensus  that  sponsorship  of  a  small 
business  financing  exposition  could  provide  a  results-oriented 
forum  for  promoting  access  to  credit  and  capital  as  well  as 
educating  prospective  borrowers  with  practical  information  on 
obtaining  financing.   Eventually  the  group  coalesced  into  the 
group  of  fifteen  core  sponsors  listed  in  Exhibit  A,  with  FDIC  and 
the  U.S.  Small  Business  Administration  participating  from  the 
federal  government.   The  group  expended  considerable  efforts  on 
program  development,  obtaining  appropriate  speakers  and 
panelists,  developing  lists  of  potential  exhibitors,  and 
marketing  the  Expo  to  potential  exhibitors  and  attendees.   The 
program  was  deemed  to  be  highly  successful,  according  to  feedback 
from  both  exhibitors  and  the  approximately  1,200  attendees.   We 
are  now  working  on  Expo  ' 95 . 

In  conclusion,  I  hope  the  foregoing  information  has  provided 
some  insight  into  our  activities  to  remove  regulatory  barriers  to 
credit  availability.   The  FDIC  will  continue  to  work  both 
independently  and  with  other  federal  and  State  agencies  to  ensure 
access  to  credit  by  small  and  medium-sized  businesses.   This 
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concludes  my  prepared  testimony.   I  would  be  pleased  to  respond 
to  any  questions. 
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SCHEDULE  OF  EVENTS 


BREAKFAST 


Compliments  of  The  Chose  Manhattan  Bank,  N.A. 

8:00  AM.,  Lobby,  5th  Floor 


BREAKFAST 
SPEAKER 


BREAKOUT 
SESSIONS 


Fernando  Mateo,  Carpet  fashions 

9:00  A.M.  -  9:30  A.M,  Juilliord  Complex,  5th  Floor 


Identifying  Your  Financing  Alternatives 

10:00  AAA.  -  11 :00  AM.,  Lyceum  Room,  5th  Floor 

How  to  Prepare  for  Financing  -  Start-up  Phase 
11:15  A.M.  -  12:15  P.M ,  Lyceum  Room,  5th  Floor 

How  to  Prepare  for  Financing  -  Intermediate  Phase 
1 1 :00  A.M.  -  1 2: 1 5  P.M  ,  Alvin  Room,  5th  Floor 
1 :00  P.M  -  2: 15  PM.,  Arvin  Room,  5th  Floor 

What  Government  Funds  pre  Available 

1 :00  PM.  -  2:00  P.M.,  Lvceum  Room,  5th  Floor 

Maintaining  a  Relationship  with  Your  Financial  Institution 

3: 1 5  PM.  -  4: 15  P.M.,  Lyceum  Room,  5th  Floor 


KEYNOTE 
ADDRESS 

I NT  ROD  U CTORV 

REMARKS 


Rudolph  W.  Giuliani 

Moyoc  City  of  New  York 

Louis  P.  Salvaiore 

Metro  NY  Area  Managing,  Partner,  Arthur  Andersen 
2: 15  P.M.  -  3:00  ?M.,  Juilliard  Complex,  5rh  Floor 


EXHIBITION 


8:30  AM.  -  5:00  PAA.,  West  Side  Ballroom,  5m  Floor 


The  following  organizations  are  proud  to  be  the  co-sponsors  of  the  Small  Business  Banking  ond  Finance  Expo  '94: 


Arthur  Andersen 

Atlantic  Bonk  or  New  York 

Bank  Leumi  Trust  Company  of  Nsw  Yrxt 

The  Bonk  of  New  York 

Chemical  Bank 

Cmhnnk.  N  A 

European  American  Bank 

Federal  Deposit  Insurance  Corporation  (F.D.I.C.) 


Independence  Savings  Bank 

Israel  Discount  Bank  of  New  York 

Nlsw  York  Chamber  of  Commerce  ond  Industry 

New  York  City  Department  of  Business  Services 

New  York  City  Economic  Development  Corporation 

Republic  Nalianal  Bank  of  New  York. 

U.S.  Small  Bigness  Administration 


Special  thanks  to  The  Chase  Manhapan  Bank,  N.A.  for  sponsoring  the  Expo  '94  breakfast. 

'In  events  of  this  nature,  views  and  opinions  that  ore  not  necessarily  those  of  the  casponsots  may  be  expressed.  SBA's  cooperation 
does  not  constitute  or  imply  endorsement  of  any  opinion,  products  and/or  serviois';  b}  Nondiscrimination  statement:  'All  SBA  pro- 
grams are  extended  to  me  pMic  on  a  nondiscriminatory  basis. ';  c}  access  lor  thm  disabled  statement  t  cosponeored  activity  is 
altendesoriemd:  "Reosonoote  orroftgemertts  for  persons  with  disabilities  will  be  made,  ll  requested  at  least  two  week  in  advance. 
Contact  12021  20W239.'  SBA  Attn.  «93-36O732690-\ . 
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BREAKOUT  SESSIONS 


10:00  A.M.  -  11:00  A.M. 
lvceum  room 
5th  Floor 


Panel  A:  identifying  vour  Financing  Alternatives 

Including  shorMerm  line  of  creHit,  accounts  receivable  and  inventory  loans, 
mortgage  loans  and  grants  —  and  the  terms  and  expectations  of  each. 
Consideration  will  be  given  ft-  security  and  collateral  generally  required 
emei  wfml  you  rood  to  do  to  qualify. 

Ponel  members  include: 

Citibank - jonoD.  ftA-V 

The  Bonk  of  New  York Jonathan  Petersen 

Chemical  Bonk toftSofcnan 

Themes  Petaola 
NYC  Economic  Development 

Corporation -. Nadege  Voty 

NYS  Uifeon  Development 
Corporation ~ - - fmnlc  H  Gllmjre 


I  1:15  A.m.-  1fi:15  p.m. 
Lyceum  .Room 
Sth  Floor 


11:00  A.M.-  12:15  P.M. 
Alvin  Room 
sth  floor 


1:00  p.m.  -2:15  p.m. 
Alvin  Room 
5th  Floor 


Panel  B:  How  to  Prepare  for  Financing  —  start-up 
Phase 

Including  building  o  good  advisory  team,  reporting  requirements,  prepar- 
ing the  business  plan  and  developing  and  maintaining  a  f«lulion»liip  with 
your  financiol  institution.  Focusiwill  be  on  financing  alternatives  provided 
by  venture  investors,  bonk  onc'ithe  U.S.  Small  Business  Adminislrafion. 

Panel  members  include: 

Independence  Savings  Bonk Edward  J.  Caroli 

Chemical  Bank. Dense  Nor  Thompson 

Thomas  Ml 

Arthur  Andersen ....Richard].  Salvia 

Federal  Deposit  Insurance  Corp    ....Nicholas  /Celeho,  Jr. 

Brooklyn  Eoonoirec  Development 
Corporolion/REDAC + Ann  VoafKopaynski 

Panel  c:  how  to  prepare  for  Financing  — 
Intermediate  phase 

Including  profit  ond  cosh  flow  projections,  field  examinations,  repayment 
strategy  ond  maintaining  o  relationship  wilh  the  financial  institution. 

Pane)  members  include: 

Citibank ♦_ _...Aftob  Ahmed 

The  Bonkol  New  York Sleven  Cavahzzo 

Bank  Leumi  Trust  Co Robert Jacobs 

Chemical  Bank James  Whiter/ 

NYC  Economic  Development 

Corporation „..* _ Svnil Aggorwal 

Federal  Deposit  Insurance  Corpotation Michael  2omorski 

Panel  members  include 

Republic  NaBono!  Bonk Dap-loch 

Israel  Discount  Bank  of  New  Yoit Uua  Bourn 

European  American  Bank... Robert  O'Hara 

NYC  Economic  Development 
Corporation ...Julia  Binkerd 
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1:00  P.M.  -  2:00  P.N. 
LYCEUM  ROOM 

5TH  Floor 


3:1  E  p.m.  -  4:15  p.m. 
Lyceum  Room 
5th  Floor 


Arthur  Andersen 
Contacts 


Panel.  O:  What  government  Funds  are  Available 

including  overview  of  financing  assistance  available  through  the  New  York 
City  Economic  Development  CarDoratlon,  New  York  City  Department  of 
Business  Services,  U.S.  Small  Business  Aaminlslration/Eximbank  and  New 
York  Stale  Urbon  Development  Corporation.  Featured  topics  will  also 
include  Trade  Bnonce. 

Panel  members  include: 

U.S.  Small  Business  Adrninistrottor. —.JobnMlk' 

ExporHmport  Bonk  of  the  U.S Robert  Kater 

NYC  Economic  Development 

Corporation fb*ne  Wiffigno 

NYC  Development  of  Business  Services  -...lenntrtBllgen 
NYS  Urban  Development 

Corporation teste  Byrd 

Panel  E:  Maiktaininc  a  Relationship  with  Your 
Financial  institution 

Including  an  approach  to  doaling  with  the  lender/financier.  Topics  covered 
Will  include:  what  should  be  the  nature  of  these  communications?  Why  is 
timing  important?  Who  should  participate?  How  often  should  communica- 
tion take  place?  How  do  you  sell  expectations? 

Pane!  members  include: 

Bonk  ifiumi  Trust  Co „ „ Gordon  love/ond 

"Hie  Bunk,  of  r*j«v  York. „..Jonn  rofey 

European  Bonk..„ „ Christine  Wlmpenrty 

Israel  Bank,  of  New  York....- .....Stephen  Shapiro 

Anamic  Bank  of  New  York _ Thomas  DeFtilppe 

Edward  Costigan {2121 70&M403 

Maty  Elizabeth  Gray |212)70&a018 

Ernesto  Gulola  ... .|212|70&Ol98 

Christopher  Wright .....[516)  385-2651 
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